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TECHNICAL AMENDMENTS TO INTERNAL REVENUE 
CODE 


MONDAY, NOVEMBER 19, 1956 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
OF THE COMMITTEE ON Ways AND MEANS, 
Washington, D. C. 

The subcommittee met at 10 a. m., pursuant to notice, in the hear- 
ing room of the Committee on Ways and Means, House Office Build- 
ing, Hon. Wilbur D. Mills (chairman of the subcommittee) presiding. 

Mr. Mus. The subcommittee will please come to order. 

Today the Subcommittee on Internal Revenue Taxation will begin 
public hearings held pursuant to two lists released to the public on 
October 25 and November 7, 1956, respectively, covering a series of 
technical and clerical errors and ambiguities in the Internal Revenue 
Code of 1954, and unintended benefits and unintended hardships in 
the internal revenue laws. ‘These lists are not intended to be exhaus- 
tive of the general subject matter to which they relate and have not as 
yet been considered by the subcommittee or the individual members 
thereof. 

It is hope that through these current hearings the subcommittee 
will have the benefit of public comment on the points raised and sug- 
gestions made as well as other suggestions the witnesses may wish 
to present covering these and similar matters. 

I am hopeful that through these hearings we will be able to de- 
velop sound recommendations for transmission to the full committee. 

Our first witness this morning is Mr. Edward P. Ross. Mr. Ross, 
please come forward and identify yourself for the record. 


STATEMENT OF EDWARD P. ROSS, A PUBLIC ACCOUNTANT AND 


MEMBER OF THE FIRM OF DAVIDSON, ROSS & CO., HOUSTON, 
TEX. 


Mr. Ross. My name is Edward P. Ross. I am a public accountant 
and a member of the firm of Davidson, Ross & Co. I maintain offices 
in Houston, Tex. This is my first appearance before a committee 
and if I may refer to my written statement I think that I could save 
the committee time and I have a comment or two to make as I go 
along. 

I want to thank the committee for giving me a few minutes of your 
time. My appearance here is on behalf of suggested amendments to 
section 1235 ‘ of the Internal Revenue Code of 1954, and to sec- 
tion 117 (q) (3) of the Internal Revenue Code of 1939 as amended. 

The related-persons provision (subsec. (d) of sec. 1235, Code of 


1 
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with the exclusion of related persons from the general rule with re- 
gard to the transfer of patents. 

The related-persons provision (subsec. (4) of sec. 1235, Code of 
1954, and subsee. (q) (3) of sec. 117, Code of 1939, as amended) 
results in: 

(a) Discrimination between father and sons; 

(6) Unrealistic test of “bona fides” of the transaction, in that the 
determination of the character of income is based upon “relation 
of the parties” rather than upon construction of fundamental law on 
patents as found by the courts; 

(c) Source of continued litigation in the area of patents; and, 

(d@) Possible delay in the development and marketing of inven- 
tions to the detriment of the welfare of the Nation. 

In this matter, I represent an individual, who on February 1, 
1948, entered into an exclusive licensing agreement with a corpora- 
tion which he controlled, respecting certain patents that he owned 
on tools used in drilling wells. 

This corporation was formed about simultaneously or slightly prior 
to the licensing agreement, executed on February 1, 1948. 

Under the terms of such agreement, the corporation was granted 
the exclusive license to “make, use, and sell” under such inventions in 
consideration of a royalty of 1214 percent of the gross sales price of 
tools manufactured thereunder. 

Prior to the grant of a license to the corporation, the individual 
had invented the tools, and had begun the manufacture and sale there- 
of, on a “shoestring” basis, operating his small business from his home 
and using his garage as shop and office. The matter of forming a 
corporation and granting it a license on the inventions was motivated 
by general business purposes, protection against individual liability, 
etc. 

One of the prime reasons for incorporating was that it was thought 
very desirable that an experienced graduate mechanical engineer be 
brought into the business in order to further perfect and make more 
serviceable the invention which was a drilling tool. 

It was a small bit used by geophysical companies in drilling what 
they call shotholes. It is a small hole in which a charge of dynamite 
and nitroglycerin is placed and exploded for the purpose of determin- 
ing the possible existence of geological strata indicative of the produc- 
tion of oil and gas. It is used extensively throughout the country. 

In order to obtain the services of such an engineer, he was able 
to do so upon offering the engineer an opportunity of buying a 25 
percent, one-fourth interest, in the corporation and, under the agree- 
ment, he would license or transfer the patent or the invention to the 
corporation. That was really the motivating purpose for forming 
the corporation. 

The licensing agreement with the corporation was so similar to that 
described in the Myers (6 TC 258) case, that the royalties received by 
the licensor were approved, by examining agents, as long-term capital 
gains on sale of the patent, to and including the year 1950. But for 
ears since 1950 ai by reason of mimeograph 6490, revenue agents 
ave proposed income-tax deficiencies against the licensor on the 
theory that such royalties are ordinary income. 
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TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 3 


The Senate Committee Report on the Revenue Code of 1954 rec- 
ognized the fact that “continued litigation was engendered in this 
area by the issuance of mimeograph 6490 (1950-1 CB9),” and stated: 

To obviate the uncertainty caused by this mimeograph and to provide an in- 
centive to inventors to contribute to the welfare of the Nation, your commit- 
tee intends, in subsection (a), to give statutory assurance to certain patent 
holders that the sale of a patent (whether as an “assignment” or “exclusive 
license”) shall not be deemed not to constitute a “sale or exchange” for tax pur- 
poses solely on account of the mode of payment. 


Actually subsection (a), the general rule under section 1230, pretty 
well adopts the existing law with regard to the transfer of patents 
at the time of the adoption of 1235. 

However, as finally adopted, section 1235 of the 1954 Code provides 
(sec. 1235 (d)) : 


Subsection (a) shall not apply to any sale or exchange between an individual 
and any other related person (as defined in sec. 267 (b)) except brothers and 
sisters, whether by the whole or half blood. 


And it is proposed in the technical amendments bill of 1957 to 


further extend the exclusion from “related persons” provision, so that, 
as amended, section 1235 (d) shall read: 


Subsection (a) shall not apply to any transfer, directly or indirectly, be- 
tween persons specified within any one of the paragraphs of section 267 (b) ; 
except that, in applying section 267 (b) and (c) for purposes of this section, 
the family of an individual shall include only his spouse, ancestors, and 
lineal descendants. 


In the Senate committee report on the Code of 1954, it was ex- 
plained that section 1235 (d) was intended to “prevent possible abuses 


arising from the sale of patents within essentially the same economic 
group.” And, the explanation for the proposed amendment under 
the technical amendments bill of 1957 is: 


This section makes it clear that in determining when a sale or exchange 
of a patent is between related persons, holdings of a brother or sister in a 
corporation are to be considered as holdings of a stranger. Thus, the sale of a 
patent to a brother’s corporation will be given the same treatment as is 
presently afforded the sale of a patent directly to a brother. 

It thus appears that, whereas originally section 1235 (d) permitted 
sales of patents between brothers to be treated as sale or exchange 
of a capital asset, the amendment proposed in the technical amend- 
ments bill of 1957 would not only permit such, but would be so en- 
larged in scope as to permit the sale of a patent by one brother to a 
corporation wholly owned by his brother to be treated as sale or 
exchange of a capital asset. 

While not objecting in any manner to the present provisions exclud- 
ing brothers and sisters from “related persons” or the proposed 
amendment excluding corporations owned by a brother from “related 
persons,” I submit that the relationship of brothers and sisters may 
be such as to constitute them “essentially the same economic group.” 
In that respect, the bona fides of transactions between brothers, or a 
brother and a corporation owned and controlled by his brother, may 
be no different than that between one of the brother's father and a 
corporation owned and controlled by the father. 

Other than the question as to reasonableness of the royalty or other 
consideration for the assignment or license of the patent, surely there 
should be no exception because the transaction was one between “re- 
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lated persons.” On the other hand, if it is the bona fides of the trans- 
action and the reasonableness of the royalty or consideration that 
Congress is concerned about, there would appear to be no justification 
for permitting brothers and sisters to do that which is not allowed to 
their father. 

I have two sons. One is a graduate chemist and the other is a 
graduate of Rice Institute, now in his second year of law at Southern 
Methodist University. 

Neither are inventors, I am sorry to say, but suppose one or both of 
them were inventors. The point I am try ing to make here is that I see 
no reason for assuming that my sons would do that which I would 
not do, or for giving them the right to enter into certain transactions 
with certain beneficial tax aspects, as you are granting them here and 
at the same time deny me the same benefits. 

I know it was not Congress’ intention, but for the first time per- 
haps, you have the implication, by suggestion at least, that the parents 
would be the black sheep of the f: amily. That is the point I am trying 
to make. 

Furthermore, the effective date of section 1235 is stated in subsec- 
tion (c) as: 

This section shall be applicable with regard to any amounts received, or pay- 
ments made, pursuant to a transfer described in subsection (a) in any taxable 


year to which this subtitle applies, regardless of the taxable year in which such 
transfer occurred. 


The Senate committee report states that the section— 


is applicable with respect to amounts received in any taxable year to which 
the subtitle applies, if the assignment or license agreement by virtue of which 
such payments arise would have qualified under this section. 

This presents the question as to the effect of the 1954 Code on the 
taxability of royalties received in 1954 and subsequent years under an 
assignment or licensing agreement executed between related persons 
in 1948 or prior thereto. 

Although such royalties may have been found to be proceeds from 

sale of a capital asset. (and therefore long-term capital gain) the Su- 

preme Court in 1953, are they taxable as ‘ordinary i income in 1954 by 
reason of having been paid under an agreement executed between 
related persons in 1948 or prior thereto? 

If the purpose of section 1235 was to enact into law that which the 
courts had theretofore held to be the law, to provide an incentive to 
inventors to contribute to the welfare of the Nation, and to obviate the 
uncertainty caused by mimeograph 6490, it may indeed be doubtful 
that all such purposes have been accomplished. 

In the first place, dealings between “related persons” have not been 
found by the courts a reason for converting long-term capital gains 
into ordinary income. As recently as June of this year the Tax Court 
had before it, and has decided 2 situations, 1 in which 2 inventors 
transferred or licensed under a patent to a corporation of which they 
owned 53% percent of the ida 

In the other instance, the father licensed a corporation in which 
he owned 80 percent of the stock and his sons owned the remaining 
20 percent. 

In neither of those cases was the relationship of the parties, or the 
control of them, of the corporation to which the license agreement was 
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executed, or the patent assigned, in any way determinative of the 
consequences iaohan as the taxability of the royalties was concerned. 

The court in both cases held that the royalties were taxed as long- 
term capital gains. Why should the results from a contribution to the 
welfare of the Nation by one person be more favorably treated tax-wise 
than that of someone else ? 

Again I mention the point of the father and his two sons. Why 
should the contribution of the two sons be any more favorably treated 
tax-wise than the case of the father in the case of patents? 

In other words, why should royalties payable to a son by reason of 
the sale of a patent to his brother or to a corporation controlled by his 
brother be accorded the benefits of a long-term capital gain, whereas 
royalties paid to such son’s father under sale of a patent by the father 
to the son or to a corporation controlled by the father be taxed as 
ordinary income? 

Furthermore, since mineograph 6490 has not been revoked, repre- 
sentatives of the Internal Revenue Service are reluctant to dispose of 
casss involving patent royalties, with the result that we still have the 
prospect of continued litigation from this source. 

Where an existing law as determined by the courts has been written 
into the Internal Revenue Code in part only, you have a resulting un- 
certainty on the part of the internal revenue agents throughout the 
country as to which situation Congress intended otherwise to be 
covered by existing law and for what reason Congress at the time it en- 
acted 1235 and amended the 1939 Code, did not include and cover an 
embrace within the law all of the existing laws determined by the 
courts at the time. 

The Senate committee report regarding subsection (d) of section 
1235 of the 1954 Code states: 


It is not considered that this limitation will in any way narrow the opportunity 
of inventors to dispose of their patents though normal business channels. 

Of course, this is true to a certain extent. 

It does not permit, however, an inventor to obtain capital-gains 
treatment upon the assignment or licensing of a patent to a corporation 
which he controls. 

In other words, the inventor may obtain capital-gains treatment 
through assignment or licensing of a patent to a corporation which he 
does not control, and which, because of other patents which it holds, 
may not assiduously prosecute the development and marketing of the 
invention, but is denied the capital-gains treatment where the corpora- 
tion (assignee or licensee) is one that he controls, and one by the means 
of which he can see to it that the invention is expeditiously developed 
and marketed. 

In other words, in our Houston area for example, we have a number 
of oil-tool manufacturing companies. If the patent that I am dis- 
= here had been assigned or licensed to one of those companies 
instead of to a company organized by the transferer or licensor, and no 
assurance that today that patent would have been marketed, you do 
not know what other patents or applications this particular patent 
might have been in competition with. 

If you are going to restrict the father’s capital gains to the trans- 
actions between him on the transfer of patents, and some corporation 
that he does not own an interest in or control, the law itself con- 
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tributes to the further monopoly of the patent and may seriously 
lengthen the development and marketing of the invention itself. 

In the instance of my client, the tools patented are extensively used 
practically throughout the world by geophysical companies in the 
conduct of exploratory surveys for the ascertainment of structural 
conditions favorable for the accumulation of oil and gas. The “little 
corporation” to which he licensed his invention in 1948, is still small 
in comparison with other corporations manufacturing and servicing 
tools used in exploration of geological structures — their develop- 
ment for the discovery and production of oil and gas; and yet, its con- 
tribution to the national welfare through the further development of 
these tools has been almost worldwide in significance and importance. 

They are selling those tools in the Middle East, in South America, 
Canada, and throughout the United States. It is almost a worldwide 
distribution. 

The royalties paid my client by the corporation have not been in 
excess of royalties he could have obtained from the licensing of the 
invention to a corporation which he does not control. But if he had 
not controlled such corporation, there would have been no assurance 
that the invention would have been developed and marketed to the 
extent that has been accomplished. 

It is my recommendation, that subsection (d) of section 1235 of the 
Code of 1954 be deleted in its entirety, or in the alternative, that it 
be effective only as to such assignments or licensing agreements as 
mre have been executed subsequent to the effective date of the Code 
of 1954. 

By deletion in its entirety, all “related persons” as defined in section 
267 (b), as well as “unrelated persons” will be treated alike; by making 
such subsection effective only as to assignments or licensing agree- 
ments executed subsequent to the effective date of the code, the “related 
persons” provision will apply to only such assignments or licensing 
agreements as shall have been entered into with full knowledge of the 
law in effect at date the agreements were executed. 

Getting back to my client, I have a transaction which occurred in 
1948. If he had made this transaction in October of 1954, I see no 
objection to imposing the full effect of the 1954 Code on him because 
he would have been entering into a transaction with full knowledge 
of the law and its consequences taxwise on the transaction. 

Here you have a situation, and you may have had some such agree- 
ments between January 1, 1954, and the effective date of the code, in 
which the parties entering into those agreements were entering into 
them under the existing law and the area of patent transfers prior to 
the effective date of the code. 

Section 117 of the Code of 1939 was retroactively amended in 1956 
by the addition of subsection (q), which contains substantially the 
provisions of section 1235 of the 1954 Code, and is applicable— 
with respect to any amount received, or payment made, pursuant to a transfer 
described in paragraph (1) in any taxable year beginning after May 31, 1950, 
regardless of the taxable year in which such transfer occurred. 

But here we have again the “related persons” provision (as in the 
1954 Code), with brothers and sisters excluded from such group. 
The amendment, except for the “related persons” provision, would 
have removed all doubt of the law, by actual enactment into the 1939 
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Code, concerning the long-term capital gains treatment of royalties 
received since December 31, 1950, by my client. 

Under the Myers case, as well as under the 1939 Code (as amended ) 
such royalties would constitute proceeds from the sale of a capital 
asset, and thus be taxed as long-term capital gains. But because of 
the “related persons” provision, my client is forced to litigate this 
matter, and while it is inconceivable that the Tax Court will not ap- 
prove the taxability of such royalties as long-term capital gains, my 
client must be put to the expense and delay of litigation, because as 
said by the committee report (Public Law 629) regarding section 1235: 

While this provision removed the previous uncertainty in the law for the 
inventors and other persons covered by the section, the Internal Revenue Serv- 
ice has announced (Revenue Ruling 1955-58) that it will adhere to its position 
for years beginning after May 31, 1950, and prior to the effective date of the 
1954 Code. Thus, payments received from such transactions in these years 
would continue to be treated as ordinary income by the Internal Revenue Service 
rather than as capital gain to the transferor. 

I think that I can state that the internal-revenue agent acts under 
mimeograph 6490, except where the transactions fall specifically with- 
in section 117 (q) of the 1939 Code or section 1235 of the 1954 Code, 
every taxpayer regardless of the time at which the transaction oc- 
curred is going to be forced to litigate and have the courts determine 
whether or not he has long-term capital gains or ordinary income 
despite the long history of decisions. 

I do not think the Commissioner of Internal Revenue has one 
single issue or a single case where the facts were those of the Myers 
Tax Court decision, either before or after the promulgation of Mimeo- 
graph 6490. 

I do not think the courts in a single instance have held with him 
that royalties, where all of the rights under the patents, “the right 
to use, make, and sell” have either been licensed to such an extent 
that the licensee can sue under the patent or there has been absolute 
assignment of the patent. 

I do not think ane has been a single case regardless of the relation- 
ship of the parties or the dates of the transaction in which the courts 
have not sustained that those royalties are taxable at long-term capital- 
gain rates. 


When section 1235 was originally enacted, it was stated in the committee 
report that there was no intention of affecting the operation of existing law in 
those areas outside the scope of the section, and no inference was to be drawn 
from section 1235 as to what constituted a “sale or exchange” in the case of 
transfers not within the scope of the section. Similarly, no inference is to be 
drawn from the enactment of this bill. 


Upon the retroactive amendment of the 1939 Code, made in 1956, 
why restrict its application to only those transactions between “unre- 
lated persons,” including in such term brothers and sisters? Why 
not make the retroactive provision applicable to transactions between 
all persons ? 

The courts have not based their decisions upon the relationship of 
the parties. Such decisions have been grounded upon the fundamental 
law regarding the effect of the assignment or license on the rights 
conferred under the patent. If all such rights were granted the as- 
signee or licensee and the agreements were irrevocable and exclusive, 
the courts have held that the royalties received thereunder were capital 
gains to the inventor. 
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The general rule of subchapter (q) of the retroactive amendment 
of the 1939 Code, states, substantially, the existing law as defined by 
our courts regarding all transfers of patent rights. This is a retro- 
active amendment to the code, made some 8 years after my client had 
licensed the invention to a corporation he controlled. Under the 
existing law, he is entitled to long-term capital gains on the royalties 
he has received under the licensing agreement. 

Now, if the 1939 Code is to be amended, why not include such trans- 
action in the amendment, and thus recognize the existing law? Why 
specifically exclude such transaction from the amendment, giving 
reason for drawing any inference from itsexclusion? In other words, 
why adopt, in the amendment, _ of the existing law, and exclude 
part of it to the prejudice of transactions otherwise covered by 
existing law at the time of the amendment? 

It is my recommendation, that paragraph (3) of subsection (q) 
of section 117 of the 1939 Code be deleted in its entirety. By doing so, 
all persons will be treated alike (father and sons, as well as corpora- 
tions controlled by either), and no unintended hardship will result 
from any inference which may be drawn from its present inclusion 
in the law. Regardless of the fact that the committee report states 
that “no inference is to be drawn from this bill,” the fact remains 
that in a retroactive amendment of the 1939 Code, the beneficial effect 
thereof is specifically excluded from “related persons,” other than 
brothers and sisters. 

Such provision in the law is somewhat similar to a court allowing 
certain damaging testimony to be introduced before a jury, and then 
instructing the jury to disregard it. The damage has been done. 

What I mean by that, as I think I have previously stated, is that 
what Congress has done here, both in the 1939 and 1954 Codes, was to 
specifically. adopt existing law in regard to certain limited transactions 
or transactions between limited groups of persons, excluding from the 
operation of the law and the coverage under the code, transactions 
between certain taxpayers. 

You have, as a practical matter, left a decision for the revenue 
agents to make throughout this country as to whether my transaction 
was one which Congress felt was covered by existing law or whether 
they are not certain as to what Congress intended to cover by existi 
law, because if they had intended to cover this they certainly Sold 
have done so. 

I want to thank you gentlemen again for extending me this courtesy 
of appearing before you, and I trust that you will give consideration 
to these suggestions made. 

Mr. Mitts. Are there any questions ? 

Mr. Baker of Tennessee will inquire. 

Mr. Baxer. Your first recommendation is that the entire “related 
persons” provision be eliminated ? 

Mr. Ross. Yes, sir. 

Mr. Baxer. I did not catch the alternative recommendation. 

Mr. Ross. I was speaking first of the 1954 Code. Under the 1954 
Code, the entire “related persons” section, I suggest, should be deleted. 

As an alternative I suggest that it be limited to those transactions 
transpiring subsequent to the effective date of the 1954 Code because 
persons then entering into such a transaction entered into it in the 
face of the law. 
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Mr. Baker. Well, is there any other alternative that could be con- 
sidered? I received those two but I thought perhaps you were sug- 
gesting some modification of the “related persons” provision and I am 
not quite clear as to how it could be modified. 

You have a corporate structure here and in the operation of law it is 
a separate person and a separate being. Your recommendation is that 
that be treated purely as a separate being regardless of related persons ¢ 

Mr. Ross. Yes, sir. 

Mr. Baxer. Now, is there some way that you could still recognize 
the “related persons’ ‘doctrine, avoid the danger of using a corporation 
as a dummy or a subterfuge, and accomplish the same result providing 
it pan fide and genuine? Do you have some suggestions along that 
line 

Mr. Ross. I had thought, Mr. Baker, that the bona fides of the 
transaction are important. Obviously no situation could be permitted, 
insofar as Congress or the agents can do so, to permit taxpayers to 
unjustly benefit either from the technical construction of the law or any 
other purpose. 

Here, however, you have the 1954 and the 1939 Codes so amended 
that any two sons can deal with each other and they can deal with the 
corporations owned by the other. The point I am trying to make is 
that there is no more Justification for presuming that my sons will be 
any more bona fide in their dealings with each other or corporations 
that they own—one or the other owns—than I would be in a situation 
dealing with my sons. 

Mr. Baxer. [ agree with you and I am trying to see if there is some 
way to use some different language and still be protected against hav- 
ing it used as a subterfuge or something else. Is that language in the 
code ¢ 

Mr. Ross. No, sir; it isnot in the code. I had thought of stipulating 
that these transactions between the related persons group would be ail 
right unless the royalties were unreasonable. 

When you deal with the unreasonableness of it, you are dealing with 
just as great an unknown as you have in the present field of taxation. 
I have had clients in Houston who have paid as high as 50 percent as a 
royalty on an invention that they did not have and wanted very much. 

Lhe royalties are 1214 percent. I have seen royalties run as low as 
1 percent on transactions. They will run from 8, 10, or 15 percent, 
usually no higher than 15 percent. I have seen them as high as 25 
and 50 percent in isolated instances. 

However, what is a reasonable royalty as between me and a corpora- 
tion I would form and control, or one between a royalty to be paid by 
one of my sons to his brother, or by a corporation controlled by one to 
his brother, it is difficult to say. 

Mr. Baxer. As you understand the rulings now, if your son or your 
family or related persons owned 50 percent or less of the stock, they 
could take it as capital gains; is that right ? 

Mr. Ross. I believe 50 percent is the dividing line, 

Mr. Baxer. That is a sort of fiction in itself. 

Mr. Ross.. Yes, it is. 

Mr. Baker. Would it help any to add the word “bona fides” or some 
stronger word ? 

Mr. Ross. It just occurs to me that if the 1954 Code is strengthened 
after its application date to apply to transactions from and after its 
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effective date, in this field of royalties and taxation of royalties you 
have, as I have suggested here, a number of court decisions developing 
and holding that the royalties are long-term capital gains. 

There would be a question whether Congress could or, if it can, 
whether it would want to upset those court decisions with respect to 
prior transactions. 

Mr. Baxer. Does the 50-percent rule arise originally from court 
decisions ? 

Mr. Ross. No, sir. None of the decisions, so far as I know, have 
depended whatsoever upon the relationship of the parties or the stock 
ownership of the corporation to which the patent was licensed or 
transferred. It dealt entirely with fundamental law regarding the 
transfer of patents; that is, it must transfer all rights under the 

atent. 
’ Mr. Baxer. Where did the 50-percent rule come from originally? 

Mr. Ross. I think that is in section 267. That is the stock ownership, 
if I am not mistaken, set out in section 267. 

Mr. Baker. You are talking about the 1954 Code? 

Mr. Ross. Yes, sir; and you referred to 267 and I think 267 is sub- 
stantially the old law adopted in the 1954 Code. But 267 deals with 
losses disallowed between related taxpayers. Here, you are dealing 
with reclassification of income and gains between taxpayers, you see. 
The 50-percent rule is under 267. 

Mr. Baxer. Prior to the 1954 Code patents, generally speaking, 
were not allowed capital gains treatment ; were they? 

Mr. Ross. They were, if the effect of the assignment or the licensing 
agreement was such as to grant the licensee or transferee all rights 
under the patent. That is the right to “use, make, and sell.” 

Now, if the licensing agreement was exclusive, irrevocable, and 
granted those three rights, the courts have held, as I understand their 
decisions, that the licensee there has all of the effectual ownership 
of the patents and he may sue in his own name and the licensing 
agreement is as effective, insofar as the sale is concerned, as the assign- 
ment of the patent itself. 

Mr. Baxer. Is there some kind of distinction in tax treatment 
accorded professionals and nonprofessionals? Sey 

Mr. Ross. Yes, sir. The law, as decided by the courts and as con- 
strued by the agents prior to the 1954 Code, did not grant long-term 
capital gains to a professional licensee. 

Mr. Baxer. Is that still the law? 

Mr. Ross. No. The 1954 Code gives him the same treatment as I 
recall. You extended the coverage to a field of transfer like the fellow 
who is a professional inventor, whereas formerly he was not entitled 
to capital gains because that was his business, the same as a real-estate 
agent. 

Mr. Baxer. That brings me to my point. It has been running 
through my mind that maybe your suggestion should apply only to 
nonprofessionals. 

Mr. Ross. Well, of course the reason given in the 1954 Code was 
to stimulate the development of inventions and patents in the national 
interest. 

Mr. Baxer. That was the reason for extending the capital gains 
treatment. 

Mr. Ross. Except for that, I would see no reason for granting a 
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man whose business it is to invent, capital gains any more than the 
fellow whose business it is to sell real estate, capital gains on real 
estate. That would be my personal opinion. 

Mr. Baxer. Do you think the professional inventor should be on 
the same tax basis or given the same status as the nonprofessional 
inventor, the amateur? 

Mr. Ross. No, sir. I said “except” from the standpoint of the 
importance of inventions to the national economy. I see no reason for 
giving the professional inventor, one who is in the business of in- 
venting, long-term capital gains, any more so than to give a real 
estate agent whose business it is to sell real estate, long-term capital 
gains. The real estate agent does not get it. 

The 1954 Code for the first time makes it clear that the professional 
inventor obtains the same tax benefits from the transfer of a patent 
as the fellow who has just made an invention one time, and one time 
only. 

Mr. Baxer. Then to summarize your position, and I believe I do 
understand it now, your recommendation is that if it is an outright 
devesting regardless of relationship, long-term capital gains should 
be granted. 

Mr. Ross. That is correct. 

Mr. Miris. Are there any further questions? 

Mr. IKxarp. Mr. Ross, let us explore a little more the suggestion of 
Mr. Baker about the bona fides or reasonableness of this. As I 
understand this provision in the 1954 Code, the reason for it was 
twofold. 

One was to give some incentive for the development of new inven- 
tions and their marketing and the other was to take some action that 
would cut down on litigation. 

Now, the use of the words “bona fides” or in one instance the word 
“reasonableness,” would that, and I raise this question, encourage 
litigation more than it would prevent it? You are creating a fact 
situation which would be different in each case, 

Mr. Ross. It would be raised in every case. 

Mr. Ixarp. Possibly it would be opening the door to more litiga- 
tion rather than doing something to cut it down. 

Mr. Ross. I think that is true; yes, sir. 

Mr. Ixarp. Now, the alternative that you suggest here, as 1 under- 
stand it, is to extend this capital-gains treatment to all transactions 
regardless of parties involved; did I understand that right ? 

Mr. Ross. Yes. I keep trying to stress the point that the 1954 
Code and the 1939 Code as amended do not grant within the codes 
the long-term capital treatment of royalties received on transfers 
between related persons except brothers and sisters and corporations 
opened by them. 

Mr. Ixarp. I understand that. 

Mr. Ross. I think that there is no reason for granting brothers 
and sisters the benefits or the patents which they might invent and 
tools they might invent since they would be of no more importance 
to the general economy and welfare than a patent which I as their 
father, might invent and I ought to be given the same treatment. 

Mr. Ixarp. I understand that and I agree with you, Mr. Ross. The 
point I am trying to get to is this: Is there any alternative that you 
suggest other than the one mentioned here in your statement / 


85105—56——2 








12 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


Mr. Ross. On the 1954 Code my suggestion would be to strengthen 
that as much as you can so as to eliminate those transactions that are 
simply what you might call tax-benefit transactions. But make it 
effective with transactions that have occurred since the effective date 
of the code so the taxpayers know what they are dealing with. 

On the 1939 Code you have so many cases that have already been 
decided by the courts and I think on the 1939 Code the related-persons 
provision should be stricken entirely. , 

All taxpayers under the 1939 Code and up to the effective date of 
the 1954 Code should be treated alike whether they are related persons 
or unrelated persons. 

Mr. Ixarp. It would seem then that your alternatives would be to 
strike the provision as you suggest, or to make it more inclusive, That 
is, to go one way or the other. To have equal treatment. 

Mr. Ross. Yes, sir. 

Mr. Ixarp. Thank you very much. 

Mr. Mitxs. Mr. Ross, just for the purposes of the record, let us 
see if we can get this down to where all of us can understand it. 

What we are talking about, and I am asking this in the form of a 
question, is this: In section 1235 and what we were referring to in sec- 
tion 117 (q) of the 1939 Code, was a special rule permitting capital- 
gain treatment in the event of a sale or transfer of a patent; is that 
right ? 

Mr. Ross. Yes, sir. 

Mr. Mits. If it were not for that special rule, which we had in 
section 117 (q) and which we have in section 1235, are you saying that 
any sale or transfer of a patent would result in ordinary income? 

Mr. Ross. Under the court decisions, that would not be correct. 

Mr. Mitts. Except for the court decisions that would be correct 
as to professional inventors. 

Mr. Ross. That is right. The Senate committee report, and I think 
also the House, recognizes the existing law. 

Mr. Mits. In other words, my statement would be correct except 
that the court has held in some cases that such a sale or transfer does 
result in a capital gain. 

Mr. Ross. It is that the licensing agreement, exclusive, irrevocable, 
and giving the right to “use, make, and sell,” is as effective as a sale 
as an assignment of all rights under the patent and that it is a sale. 

The royalties are proceeds from the sale of capital assets. 

Mr. Mitts. Somewhere along the line the courts and the Congress 
in the 1954 Code decided that in certain of these transactions recog- 
nition of capital gains should be given to a sale or transfer of a patent. 

Mr. Ross. Yes, sir. 

Mr. Mitts. Now, we have then in the Congress endeavored, have we 
not, to limit the application of that rule to what some have referred 
to as a bona fide situation. What I would refer to as an arm’s-length 
transaction. Is that about the situation ? 

Mr. Ross. That is correct; yes. 

Mr. Mus. Then, as we developed this rule for an exception from 
the general rules of taxation as enacted by the Congress and construed 
by the courts, we have broadened the application of the rule of capital 
gain. You question this morning the advisability of not further 
spreading that rule, do you not, in order to avoid what you consider to 
be a discrimination ? 
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Mr. Ross. That is right; yes, sir. 

I think that I have made two points, one that Mr. Baker brought 
out. These are namely that you have covered in the 1954 Code trans- 
actions insofar as your professional inventor is concerned, giving him 
long-term capital gains which I do not believe the courts have ever 
held he was entitled to. 

They have held that that was his business and invention was his 
business. When he sold a patent he had ordinary gains the same as 
the real-estate agent whose business it is to sell real estate. 

Now, in the 1954 Code, you have extended the coverage to the in- 
ventors, in the national welfare, whereas the courts had not granted 
them that benefit prior to that. 

On the other hand, as the courts have drawn in their decisions, they 
have not been based on the relationship of the parties. The 1954 Code 
and the 1939 amendments have restricted from those holders under 
your general statement, subsection (a) which substantially adopts 
the law held by the courts. 

You have excluded specifically from the wording of the two codes 
transactions between all related persons other than brothers and sis- 
ters and corporations which are owned or controlled by one or the 
other. 

Mr. Mitis. What I am trying to establish, Mr. Ross, is this: Do you 
agree with me that you are here today because the Congress and the 
courts have tried to apply an exception to the general rule and in 
creating the exception you find that we are guilty of discrimination 
against the clients that you have referred to in your paper? Is that 
not correct? 

Mr. Ross. I think that is correct insofar as the code is concerned. 

Mr. Mutts. In order to maintain the exception to the general rule 
in this instance, do you beseech the Congress to further expand the 
exception to the general rule and to apply capital-gains treatment 
where the law does not today apply capital-gains treatment ? 

Mr. Ross. No, sir. I think that is the point I have been trying to 
clear up, Mr. Mills. The courts have not based, as recently as June 
of 1956 with two cases in the Tax Court, the right to long-term capital 
gain upon relationship of the parties. In June of 1956, you had 
two cases before the Tax Court. One was a case where two inventors 
transferred a licensed invention to a corporation of which they owned 
5314 percent. 

Now, the Commissioner in that case argued that that was not an 
arms-length transaction and by reason of their control of the cor- 
poration these individuals could alter and modify or change that 
agreement. The court did not hold as the Commissioner said. 

They said it was a bona fide transaction and it was not done solely 
for tax purposes, but here you had a corporation that continued the 
operation and carried on the business. Those individuals would not 
have a right, the court held, to do an injury to the minority stock- 
holders. , 

In the other case before Tax Court, one dated June 28 and the 
other dated June 29, there you had the situation in which a patentor 
either conveyed the potent or an exclusive license of agreement to 
the corporation in which he owned 80 percent of the stock and his 
sons owned the remaining 20 percent. The courts did not let that 
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ownership or control affect their decision insofar as the granting of 
long-term capital gains. 

So the point I am trying to make is that I do not think the courts 
at any time have based their opinions upon relationship of the parties 
as to the character of the income. Congress, for the first time in 
the 1954 Code, has done so. To that extent they have not adopted 
the existing law in the entire area. 

Mr. Mnits. But the courts did not recognize for the benefit of pro- 
fessional inventors as I understand it this exception that was written 
into the law by the Congress. 

Mr. Ross. That is correct. 

Mr. Mirus. Congress in the process of writing in the futher excep- 
tions, in amendment of the law, actually for the benefit of professional 
inventors said that that exception should not apply in the case of 
certain relationships, is that correct? 

Mr. Ross. That 1s correct. 

Mr. Mir1s. And you say now that if the Congress is to apply the 
rule established by section 1235 of the 1954 Code in the case of pro- 
fessional inventors, then the Congress should do as the courts have 
done with respect to others than professional inventors and extend 
the rule across the board in order to prevent discrimination ? 

Mr. Ross. No, sir, Mr. Mills. Perhaps Congress is right in ex- 
tending capital gains to professional inventors and I do not think 
the courts had so held prior. 

Mr. Mitts. No, sir. The courts had not extended that to them. 

Mr. Ross. I doubt the advisability of extending the capital gains 
to an inventor and therefore giving him a special tax treatment re- 
garding transactions in his business that you do not give the real estate 
agent. 

I doubt the advisability of including a professional inventor whether 
or not he is related to obtain capital gains treatments. The instance I 
have is not a professional inventor, and as far as I know, he has never 
invented anything else and it just so happened that he did invent a 
very worthwhile and pePVicauble tool used in geophysical operations. 

It has not been the effect of my testimony that I think Congress 
should extend to a professional inventor, one whose business is invent- 
ing, the capital gains treatment; that is, whether he is a related person 
or not. 

Mr. Miuxs. You are saying then that we may have made a mistake 
in extending the rule to the professional inventor, and that may well 
be. Iunderstood the purport of your testimony to be that you wanted, 
in respect to one who is not a professional inventor, the privilege of 
this exception so that he tall deal where patents are concerned in 
transactions between himself and his son. 

What we were trying to do here was only to make clear that in the 
code of 1954 Congress intended for the brothers and sisters as owners 
of corporations within the meaning of section 267 (b), to enjoy the 
benefits that it appeared clear that a brother and brother could enjoy. 

Do you understand that? 

Mr. Ross. Yes, sir. 

Mr. Mitts. Now, because we found an ambiguity, you think while 
we are at it we should eliminate the discrimination that does exist 
affecting your own client? 
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Mr. Ross. Yes, sir. I stated that a father should be given the same 
benefits as his son. 

Mr. Miuus. Am I not correct in saying that we will then be extend- 
ing the exception to the general rule? 

r. Ross. You will be extending the exception to the general rule 
under the code, but not to the existing law in the area of patent transfer 
or licenses. 1 would like to say that I do not think there has been a 
single decision of the Tax Court or any Federal district, or appellate 
court in which the court based its opinion as to whether it was ordinary 
or long-term capital gain by reason of the relationship of the parties. 

You have your broad field of trusts and obviously they are used by 
the taxpayers throughout the country in the interest of assisting and 
perpetuating their estates and saving taxes. 

You had your former conflict in your partnership decisions of the 
courts, and Congress came along and has clarified that greatly. You 
now have the fact that partners can deal with partnerships. 

The point I am trying to make here is that I see no more reason 
for granting my sons capital-gains treatment on transactions dealing 
with patents or inventions between themselves or companies that they 
control, than in granting me the same privilege in dealing with my 
sons or with the corporations that I control. 

If it is in the national interest to develop patents and to give an 
incentive for the development of patents, I see no reason for restrict- 
ing the tax benefits to me as compared with my sons. 

r. Mitts. Well, Mr. Ross, I have some questions about the general 
policy underlying the entire section. I can well understand your 
point that once we adopt an exception, if we are not careful we will 
end up with discrimination before we get far with it. 

Are there any further questions? 

If not, we thank you, Mr. Ross, for your appearance and the infor- 
mation you have given the committee. 

(The following letter was later received from Mr. Ross:) 


Davipson, Ross & Co., 
Houston, Tex., November 21, 1956. 
HONORABLE MEMBERS OF THE WAYS AND MEANS COMMITTEE, 
New House Office Building, Washington, D.C. 


Deak Sirs: I wish again to express my appreciation for the opportunity of 
appearing before you with respect to suggested amendments to section 1235, 
Internal Revenue Code of 1954, and section 117, Internal Revenue Code of 1939, 
with respect to the transfer of patents. 

I appreciate especially the very kind consideration you gave me upon the 
presentation of my statement. 

During the course of my testimony I mentioned two decisions from the 
Tax Court rendered at June of this year regarding transfer of patents or 
licensing agreements with corporations controlled by the assignor or licensor. 
I do not recall, however, having given you the citation of the two cases which 
are: Thornton G. Graham, 26 Tax Court, Decision No. 90, and, Estate of Don 
H. Finkle, deceased, Tax Court Memorandum, Decision No. 148. 

The first decision having been promulgated on June 29, and the second on 
June 28 of this year. 

Yours very truly, 
EpWaArp P. Ross. 


Mr. Mutts. The next witness is Mr. Joseph M. Jones. 
Please come forward and give your name and address. 
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STATEMENT OF JOSEPH M. JONES, REPRESENTING THE ASSOCIA- 
TION OF AMERICAN RAILROADS, WASHINGTON, D. C. (ACCOM- 
PANIED BY KENNEDY WATKINS, TAX ATTORNEY OF THE 
ASSOCIATION; AND ROBERT T. MOLLOY OF THE FIRM OF DUDLEY, 
JONES & OSTMANN, WASHINGTON, D. C.) 


Mr. Jones. My name is Joseph M. Jones, and I have with me Mr. 
Kennedy C. Watkins, tax atterney for the Association of American 
Railroads, and Mr. Robert T. Molloy from my office. Both of these 
gentlemen have worked extensively on this presentation and I ask 
that they appear here with me. 

Mr. Mitis. You may proceed in your own way, Mr. Jones, without 
interruption. 

Mr. Jones. I am engaged in the practice of law in Washington, D. C., 
and work primarily with the Federal income-tax problems of certain 
railroads which are members of the Association of American Railroads. 

I am here representing that association as chairman of a special 
committee named to consider and present to your subcommittee such 
items of interest to the railroad industry as we think fall within the 
announced scope of these hearings. 

Our presentation deals primarily with what we regard as unintended 
hardships and ambiguities, with some emphasis, however, on the 
need for correlation, between the legislative and the administrative 
processes. 

I will here endeavor to summarize in what I hope is a practical 
fashion, the rather lengthy written statement that has been filed with 
your committee. 

Mr. Mitts. Would you like the statement in its entirety to appear 
in the record ? 

Mr. Jones. I would like to have that statement be incorporated in 
the record. 

Mr. Mitxs. We will do that. 

(The statement referred to follows: ) 


STATEMENT OF JOSEPH M. JONES ON BEHALF OF ASSOCIATION OF AMERICAN 
RAILROADS, WASHINGTON, D. C. 


My name is Joseph M. Jones. I am engaged in the practice of law in Wash- 
ington, D. C., and work primarily with the Federal income-tax problems of 
certain railroads which are members of the Association of American Railroads. 
I am here representing that association as chairman of a special committee 
named to consider and present to your subcommittee such items of interest to the 
railroads as we think fall within the announced scope of these hearings. Our 
presentation deals primarily with unintended hardships and ambiguities, with 
some emphasis on the correlation of the legislative and the administrative 
processes. 

Included in this presentation are the following items: 

Vacation pay. 

Correlation of statutes dealing with the computation of interest in situa- 
tions where overpayments are applied as credits against deficiencies. 

ae running of the statute of limitations upon the filing of claims for 
refund. 

The unintended hardship resulting from the inapplicability of section 332 
(ec) to insolvent subsidiaries and to creditor-parent corporations. 

Clarification of “distribution in liquidation” in connection with section 
336. 

Carryover rights for reorganized railroads. 

Pyramiding taxes in the case of the payment of the lessor’s tax by the 
lessee. 
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Deduction of foreign taxes in regard to dividend income from foreign 
subsidiaries. 
The net operating loss. 

Detailed discussion of these items is contained in the material hereinafter 
set forth. Technical errors, ambiguities, unintended benefits, and unintended 
hardships not contained in either Committee Print No. 1 or the list released 
November 7, 1956, by the Subcommittee on Internal Revenue Taxation. 

Vacation pay and related problems 

The railroads urge the speedy enactment of legislation which will specifically 
preserve to them the right to deduct accrued liability for vacation pay in accord- 
ance with the practices employed by them, with governmental approval, since 
1941. We urge such legislative action to relieve the uncertainty created by the 
combination of events outlined below and to avoid an unintended hardship. 
Realizing the many practical problems which must be considered in drafting 
legislation dealing with reserves, we will not here presume to suggest the scope 
of such a bill, but we wish to emphasize the importance to the railroad industry 
of early legislative sanction of the established practice with respect to vaca- 
tion-pay liability. 

No double deduction or impact on the revenue is here involved. To the con- 
trary, legislation is called for to eliminate the possibility that the railroads 
will in 1957 be deprived of a full year’s deduction of this constant, annually 
recurring liability. 

Beginning with 1941, it has been the general practice of the railroad industry 
to accrue and deduct vacation pay earned by the employees and owed by the 
employers as of the end of the year, though not payable until the following year. 
This method of accounting for vacation pay was specifically authorized by Income 
Tax Ruling 3956, 1949 (1 Cum. Bull. 78). Until 1954 there was no indication 
that any change might be anticipated in this regard. However, Revenue Ruling 
54-608, 1954 (2 Cum. Bull. 8), promulgated during the week of December 20, 1954, 
revoked Income Tax Ruling 3956 and terminated the practice of 13 years which 
had been specifically approved by the Service. The revoking ruling was origi- 
nally made effective as to taxable years ending on or after June 30, 1955, but 
has since been extended to apply only to taxable years ending after December 
31, 1956. 

While the Commissioner relied upon certain Tax Court decisions, which we 
think are clearly distinguishable, his action was undoubtedly motivated by the 
fact that the continued right to such deductions was covered by section 462 of 
the 1954 Code and by the desire to bring all taxpayers under one general statutory 
scheme. This is indicated by the timing of the action and by the reference in 
Revenue Ruling 54-608 to section 462 of the 1954 Code, which was intended to 
cover vacation-pay liability along with other reasonable reserves. This tie-in 
was conceded by Mr. Robert C. Kagan, of the legal advisory staff of the Treasury 
Department, in connection with the hearings (p. 75) held by the Ways and Means 
Committee on H. R. 4725, the bill to repeal sections 452 and 462 of the 1954 Code, 
which has now become law. 

The Senate Finance Committee recognized (p. 5 of the Senate Finance Com- 
mittee report accompanying H. R. 4725) that repeal of section 462, coupled with 
the revocation of Income Tax Ruling 3956, no matter at what date such revoca- 
tion was made effective, threatened substantial injustice requiring remedial 
legislation. 

Accordingly, the Association of American Railroads urgently requests legisla- 
tion insuring that the railroads will be permitted to continue to take deductions 
for accrued liability for vacation pay. 

We understand that a bill has been drafted as a substitute for the recently 
repealed section 462 which will preserve the right of the railroads to continue 
the deduction not only of vacation-pay liability but also of other previously and 
consistently allowed accruals. 

As hereinbefore indicated, we shall not undertake to say what reserves should 
be specifically included in a bill designed as a substitute for section 462. We do 
wish to point out, however, that many railroads have been accruing reserves for 
important categories of expense for many years, some even prior to the first 
ineome-tax law applicable to corporations in 1909. These items have been 
reflected on those taxpayers’ returns year after year with the approval of the 
Commissioner of Internal Revenue. Obviously, to change the accounting method 
now would result in a complete distortion of income for those taxpayers. 

Care should be taken not to upset this established method of accounting. 
Accordingly, we urgently request the insertion of language making it clear that 
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whatever legislation is passed is not intended to create any implication with 
respect to prior practices which have been accepted for tax purposes. No ques- 
tion or reflection of a double deduction is involved in this request. Our purpose 
is merely to insure that legislation primarily designed to deal with other phases 
of the problem does not through oversight interfere with the right of these tax- 
payers to continue the accrual method of accounting with respect to expenses 


which have been consistently treated on the accrual basis for so long a period 
of time. 


Correlation of interest statutes 


A number of railroad corporations have recently faced interest computation 
problems in situations where, as is often the case, several years are audited at 
the same time, resulting in deficiencies in some years and offsetting overpay- 
ments in others. We feel that the method presently used by the Commissioner 
of Internal Revenue in computing interest, in situations where in the final set- 
tlement an overpayment is applied as a credit against a deficiency, produces a 
serious inequity, indeed a trap for the unwary, which should be eliminated by 
legislation. At the 1956 annual meeting of the American Bar Association, 
proposed corrective legislation was approved. We agree that such legislative 
relief is appropriate and we subscribe to the following statement in support 
thereof (ABA section of taxation, 1956 Committee Reports, pp. 78-79) : 

“There is need for legislation to correlate sections 6601 and 6611, dealing with 
the computation of interest on deficiencies and overpayments where a deficiency 
is satisfied in whole or in part by the application of a credit arising out of the 
overpayment of tax in another year. 

“In the common situation where several years are audited at the same time, 
it often happens that there is a deficiency in one year and an overpayment in 
another year, covered by the same agreed report. Upon execution of the 
statutory waiver, a deficiency is assessed but the collection is usually withheld 
pending final review (and also submission to the joint committee where the 
proposed refund or credit is in excess of $100,000). There is in effect a mutual 
setoff or balancing of accounts, and a rule of mutuality would be both logical 
and equitable for computing interest to be charged on the deficiency and 
interest to be allowed on the overpayment (to the extent that it is applied as a 
credit). 

“For many years, the Commissioner took the position that, since the accounts 
were in effect netted or balanced, interest on the overpayment should terminate 
on the date to which interest was charged on the deficiency. However, the 
courts have consistently ruled that the pertinent statute allowed interest on the 
overpayment so credited to the assessment date of the deficiency, indicating that 
legislative relief was necessary to support the Commissioner’s theory of mu- 
tuality or correlation. (See Pan American World Airways, Inc. v. United States, 
119 F. Supp. 144, and similar decisions. ) 

“Instead of resorting to legislation, the Commissioner issued Revenue Ruling 
55-485, in which he accepted the conclusion of the courts but proceeded to 
establish a new policy of reviving interest on the deficiency “from the date of 
notice and demand to the date of allowance of the credit, which is the date on 
which the schedule of overassessment is signed.” This means that the Com- 
missioner will not allow interest on the overpayment so credited to the assess- 
ment date of the deficiency, but he will charge the taxpayer with interest on 
the deficiency from the date of the statutory notice and demand (which usually 
follows immediately after the assessment of the deficiency). 

“It seems obvious that legislation is needed to establish a rule of ‘mutual 
indebtedness’ by specifying, as a cutoff date for interest purposes, the due date 
of the deficiency or the date of the overpayment, as the case may be. To this 
end, section 6601 should be amended to preclude interest on the deficiency for 
any period during which interest would otherwise be running on the overpayment 
which is applied as a credit, and section 6611 should be amended to allow no 
interest on the overpayment after the due date of the deficiency against which 
the credit is taken. It would be immaterial whether the deficiency arose before 
or after the effective date of the overpayment; if before, the deficiency would 
bear interest under the usual statutory scheme until it was theoretically satis- 
fied by an overpayment, and if the deficiency arose after the overpayment, then 
it would bear no interest but the overpayment would bear interest in such a 
situation under the usual statutory scheme until the due date of the subsequent 
deficiency, at which time the mutuality of indebtedness would arise to balance 
the accounts. The proposed amendment of section 6601 is so worded as to pro- 
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tect the Government in the situation where the overpayment which is applied 
as the credit does not bear interest because of some special statutory provision.” 


Statute of limitations on refund claims 


We support the proposal contained in section 47 of the proposed bill. Section 
6511 (a) of the 1954 Code contains a change in the long-established statutory 
rule under which the taxpayer was allowed 3 years from the timely filing of the 
income-tax return within which to file a claim for refund. On the other hand, 
section 6501 (a) continues the old rule of allowing 3 years from the date the 
return was filed within which to assess a deficiency. This creates a trap for the 
unwary which should be eliminated by correlation of the two sections through 
amendment of section 6511 (a) to restore the old rule. 

In view of the complexities involved, most large corporations, such as the 
railroads, almost invariably secure extensions for filing returns. The returns are 
often filed in September. In such situations, the Internal Revenue Service would 
have until September of the third year within which to assess a deficiency, while 
the taxpayer’s right to file a claim for refund would expire on March 15 of the 
third year. If, as often happens, the audit has not been completed by March 15 
of the third year, the taxpayer should not be required to file claims for refund 
until the audit adjustments had been completed. In all fairness, the tax account 
should be open as to both parties at the time of the audit and determination. 
Moreover, under section 6511 (c), a waiver given more than 3 years after the 
original due date but less than 3 years after the date of filing due to an exten- 
sion is effective as to deficiencies but not as to refunds. 

We urge that section 6511 (a) be amended, as proposed, to allow the taxpayer 3 
years from the date the return was timely filed within which to file claims for 
refund or credit. 


Section 332 (c)—Correlation with section 334 (b) (1) 


An inequitable situation is created by the lack of correlation between section 
332 (c) and that portion of section 334 (b) (1) which first appeared in the 
1954 Code. Under the provisions of the later subsection, the creditor-parent 
corporation is required to use the subsidiary’s basis with respect to property 
transferred in satisfaction of indebtedness. However, under section 332 (c) 


only the subsidiary is protected against gain in such a situation. Under the 
prevailing case law, the creditor-parent corporation is subjected to tax where the 
value of the property so distributed exceeds the adjusted basis of the indebted- 
ness, despite the fact that the transferor’s basis of the property, which must now 
be used under section 334 (b) (1), may be less than the basis of the indebted- 
ness so Satisfied. We think that this is an unintended hardship arising out of 
the enactment of the 1954 Code which should be corrected. 

The enactment of section 332 (c) also resulted in a discrimination between 
solvent and insolvent subsidiaries which we believe was unintended. In section 
332 (c) of the 1954 Code, Congress recognized for the first time the need to 
insulate liquidating subsidiaries from taxable gain as a result of the trans- 
fer of property in satisfaction of indebtedness owing to the parent corporation. 
However, that legislation covers only one of the problems which has plagued 
the railroads, namely, the problem of the debtor-subsidiary which is solvent. The 
insolvent subsidiary was left unprotected. 

We therefore urge that section 332 (c) be amended: 

(1) To extend to insolvent subsidiaries the same protection which is now 
given to solvent subsidiaries; and 

(2) To provide that, within prescribed limitations, the creditor-parent 
corporation realizes no gain or loss upon the constructive payment to it of 
the liquidating subsidiary’s indebtedness. 

With respect to the first proposal, it should be noted that section 332 (c) now 
provides for nonrecognition of gain or loss to the debtor in the case of the 
transfer of property by a liquidating subsidiary in satisfaction of indebtedness 
owed to its parent where more than 80 percent of the stock of the subsidiary is 
owned by the creditor-parent. However, the nonrecognition applies only in 
those cases to which section 332 (a) applies. It was well established under the 
forerunner of section 332 (a), namely, section 112 (b) (6) of the Internal Rev- 
enue Code of 1939, that this section had no application to the liquidation of an 
insolvent subsidiary. 

Consequently, under present law, the gain realized by a solvent subsidiary 
upon the satisfaction of indebtedness to its parent incident to its liquidation is 
not recognized, because of the specific provisions of section 332 (c), whereas such 
a gain is fully taxable upon the liquidation of an insolvent subsidiary. The mere 
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statement of this situation demonstrates its incongruity. It seems obvious that 
if any differentiation were to be made between the two classes of subsidiary cor- 
porations, the insolvent group should be favored rather than the solvent group. 

The truth is that neither should be favored over the other and that both should 
be treated alike. The law should be amended to provide for the nonrecognition 
of gain or loss to the debtor upon the satisfaction of indebtedness owed to the 
debtor’s parent incident to the liquidation of an 80-percent-owned subsidiary, 
regardless of the solvency or insolvency of the subsidiary at the date of liquida- 
tion. 

With respect to the second proposal, we think there is a further inequity which 
should be corrected by amendment of section 332 (c). The decision in Houston 
Natural Gas v. Commissioner (173 F. 2d 461 (C. A. 5th) ), creates a burdensome 
and often unfair obstacle to the use of the tax-free liquidation as a statutory 
method of simplifying the corporate structure. The rule of that decision 
subjects a parent corporation to taxable gain upon the liquidation of a wholly- 
owned subsidiary, to the extent that the parent holds bonds or other indebted- 
ness of the subsidiary at an adjusted basis less than face value. 

The inconsistency of the treatment under present law is illustrated by the 
following examples, indicating the need for legislation limiting recognition of 
both gain and loss in such situations: 

First, assume that the parent corporation, which paid $10,000 for 100 
percent of the stock of the subsidiary, has acquired $100,000 maturity value 
of bonds of the subsidiary at a cost of $80,000. If, upon liquidation, the 
parent receives, in constructive payment of the bonds, property of the debtor 
worth $100,000 but with an adjusted cost basis of only $85,000, the parent 
will now be deemed to have realized a taxable gain of $20,000. If we 
further assume that property with an adjusted basis of $5,000 is received as 
a final distribution on the stock, we see that the parent now holds property 
with an aggregate adjusted basis under section 334 (b) (1) of $90,000, 
against which it has an aggregate investment of $90,000. If substance is 
to be regarded, there is no gain. 

Next assume that the parent, which likewise holds the stock at a cost 
of $10,000, acquires the subsidiary’s outstanding bonds in the face amount 
of $100,000 at a cost of $110,000. When the parent receives property worth 
$100,000 in constructive payment of the bonds, it is deemed to have suffered 
a loss of $10,000, even though the property has an adjusted cost basis of 
$110,000 which the parent is entitled to use under section 334 (b) (1). If 
we further assume that the property distributed in final liquidation of stock 
has a cost basis of $10,000, the parent now owns directly property with a 
tax basis of $120,000 against which there is an aggregate investment of 
$120,000. If substance is to be regarded, there is no loss. 

Section 331 of H. R. 8300, as passed by the House, attempted to meet this 
problem by providing in subsection (e) that securities of the liquidating subsid- 
iary held by the parent shall be treated as stock and in subsection (d) that no 
gain should be recognized where the adjusted basis of the assets distributed 
was not greater than the adjusted basis of the stock (i. e., the aggregate cost 
to the parent of the subsidiary’s stock and securities, a “package deal” ap- 
proach). The House committee report (at p. A103) made this explanation: 

“Your committee intends by subsection (e) (1) to alter results reached in 
certain situations under present law whereby assets in a liquidation effected 
pursuant to section 112 (b) (6) of the 1939 Code are treated as first distributed 
in satisfaction of any liability of the subsidiary to the parent. Under the rule 
of paragraph (1) of subsection (e) the obligation is treated as stock of the 
subsidiary held by the parent. * * * A significant result of this treatment of 
securities as stock may be to prevent the recognition of gain or loss to the par- 
ent if the securities were held at a basis greater or less than their principal 
amount. For example, if a parent holds a $100 bond issued by its subsidiary 
which the parent purchased for $90, the receipt therefor of property with a fair 
market value of $100 and an adjusted basis less than its value in liquidation 
would require a recognition of $10 gain except for this provision which treats 
the bond as stock. Under the bill gain or loss would be treated as though the 
property received for the bond were received in exchange for stock and gain or 
loss arte, depend upon both the adjusted basis and value of the property re- 
ceived.” 

Section 332 (c) should be enlarged to provide protection against recognition 
of gain in those instances where the aggregate investment of the parent cor- 
poration, under a modified version of the above-mentioned “package deal” ap- 





TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 21 


proach in H. R. 8300, equals or exceeds the adjusted basis which must be car- 
ried over for the subsidiary’s assets which are transferred to the parent in a 
section 332 liquidation. By the same reasoning, no loss should be recognized 
when the parent’s investment is less than the adjusted basis carried over from 
the subsidiary. 

The effect of the proposed amendment is illustrated in the following example: 

Corporation A organizes corporation B, acquiring all the stock for $200,- 
000. One million dollars of bonds are sold to the public. During a period 
of extended depression, A advances $100,000 to B and also buys in all of 
B’s outstanding bonds at 80 cents on the dollar. A then has a total invest- 
ment in B of $1,100,000. If, upon taking over the assets in a section 332 
liquidation, A acquires assets with an aggregate adjusted basis of less than 
the aggregate investment of $1,100,000, no gain should be recognized for 
no gain or tax benefit has been realized. No stepped-up basis will be ac- 
quired. A now owns directly what it previously owned indirectly. 

The basis theory of the nonrecognition statutes is that no tax should be im- 
posed where there is merely a “paper” change in the investment. It should be 
remembered that under section 334 (b) (1), the parent is required to use the 
subsidiary’s basis of property applied in payment of indebtedness. Since, under 
the proposed amendment, gain is recognized and loss is disallowed where a 
stepped-up basis is obtained, the Government would be fully protected. 

The underlying equity of the proposed amendment is that gain or loss should 
be recognized only to the extent that the aggregate investment is less than or 
greater than the basis of the property which must be used by the parent cor- 
poraion under section 334 (b). Under the present law the creditor-parent may 
be subjected to tax if property is received in payment of indebtedness held at 
less than face value, but it is nevertheless required under section 334 (b) (1) 
to use the transferor’s basis, which may well be less than present value. Com- 
pare section 334 (c), where, in the case of a section 335 liquidation, the basis 
may be “increased in the amount of gain recognized.” 

In special situations specified in section 334 (b) (2), the parent uses the cost 
of the stock as the basis of the property distributed with respect thereto. How- 
ever, such a parent is still limited to the subsidiary’s basis with respect to prop- 
erty transferred in satisfaction of indebtedness. See section 1.334-1 (c) (1) of 
the new regulations (T. D. 6152). Hence corrective legislation here should be 
predicated upon a comparison of the basis which must be used under section 
334 (b) with the aggregate investment. 

Section 332 (c), as amended to cover the two proposals, would read as 
follows: 

“(e) Specran RULE FOR INDEBTEDNESS OF SUBSIDIARY TO PaRENT.—If— 

(1) a corporation is liquidated and subsection (a) applies to such 
liquidation, or would apply except for the fact that such corporation is 
insolvent, and 

“(2) on the date of the adoption of the plan of liquidation, such corpora- 
tion was indebted to the corporation which meets the 80 percent stock 
ownership requirements specified in subsection (b). 

then no gain or loss shall be recognized to the corporation as indebted because 
of the transfer of property in partial or full satisfaction of such indebtedness. 
Gain or loss to the creditor-parent corporation shall be recognized only to the 
extent that the basis which must be used by the transferee under section 334 (db) 
with respect to all property transferred to it, as creditor or as stockholder, is 
greater or less than the aggregate adjusted basis of the stock and of the in- 
debtedness held by such parent corporation.” [Proposed amendments in italic.] 


Section 336. Clarification of “Distribution in Liquidation.” 


The regulations (Cf., Reg. 118, sec. 39.22 (a)—(20) under the 1939 Code and 
the earlier revenue acts provided that ‘“‘No gain or loss is realized by a corpora- 
tion from the mere distribution of its assets in kind in partial or complete 
liquidation, however they may have appreciated or depreciated in value since 
their acquisition.” 

Section 336 of the 1954 Code has embodied this regulation in statutory form 
by providing that, with the exception of installment obligations, “no gain or 
loss shall be recognized to a corporation on the distribution cf property in partial 
er complete liquidation.” 

Section 336 thus applies only to the recognition of gain or loss to distributor 
corporations undergoing liquidation and has no application to taxpayers who 
receive such distributions. 
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Although no change in the basic scope of section 336 seems requisite, clarifica- 
tion of the concept “distribution in liquidation” is clearly called for. Spe- 
cifically, the problem presented is whether the word “liquidation” as employed 
in section 336 refers only to distributions made to stockholders as such, or is 
of broader connotation, extending to all distributions of corporate assets in- 
cident to a winding up of the corporate enterprise, to creditors as well as stock- 
holders. 

Under earlier law the broader approach was taken by the Board of Tax 
Appeals in its 1940 memorandum decision in Feltex Oil Corp., and by the ninth 
circuit in Gensinger, Transferee v. Commissioner (208 F. 2d 576 (1953)). 
However, the more restricted view is applied throughout section 332 (a) and (b) 
where the term “liquidation” is employed only in the sense of winding up dis- 
tributions made to shareholders in their capacity as such (Cf. Northern Coal € 
Dock Co., 12 T. C. 42 (1949), acq., 1949-1 Cum. Bull. 3; T. D. 6152, sec. 1.332- 
2 (b)). Had the broader connotation attributed to the word “liquidation” in 
Feltex Oil and Gensinger, Transferee, supra, been its correct and obvious mean- 
ing, there would be no need whatever for section 332 (c). Further, language 
generally opposed to this broader interpretation is to be found in the courts’ 
holdings in the second Minnesota Tea litigation (Minnesota Tea Co. v. Helvering, 
302 U. S. 609 (1938), affirming, 89 F. 2d 711 (C. A. 8th 1987), reversing, 34 
B. T. A. 145 (1936) ) and the Hendler case (U. S. v. Hendler, 303 U. S. 564 (1938), 
reversing, 91 F. 2d 680 (C. A. 4th 1937) affirming, 17 F. Supp. 558 (D. C. Md. 
1936) ). 

Doubt on this important issue of whether a corporation realizes gain or loss on 
winding up distributions made to creditors is in no way resolved by the regula- 
tions which in section 1.336—-1 add nothing on this point to the ambiguous textual 
language of the statute. It is clearly in the interest of both taxpayers and 
Government that this issue be resolved beyond peradventure. It should be noted 
that, in situations where section 337 (a) applies, such relief is now available 
to the liquidating corporation if, instead of transferring appreciated property 
in satisfaction of indebtedness, it first sells the property and then applies the 
proceeds in payment of the indebtedness. Since the liquidating corporation is 
now protected under section 332 (c) where the distribution is to a qualified 
parent-creditor corporation, and since the impact of the restricted view of section 
336 can be avoided by the wary taxpayer through use of section 337, there would 
appear to be no justification for the equivocal statutory language in section 336. 
Clarification could appropriately be effected by adding at the end of section 336 
the following amendatory language “‘, to both stockholders and creditors alike.” 


Section 381. Carryover rights for reorganized railroads 


In general, section 381 of the Internal Revenue Code of 1954 provides for the 
carryover of certain tax benefits of the transferor to the transferee in circum- 
stances, among others, where the transfer results from a reorganization as defined 
in section 368 of the code. Among the benefits to be carried over which are of 
great importance to the railroad industry is the net operating loss and the 
amortization of bond discount. 

As indicated above, in order for the transferee corporation to derive the benefit 
of the carryover provisions, the transfer must conform to the definition of reor- 
ganization set forth in section 368 (a) (1). In some circumstances, railroad 
reorganizations are the result of a statutory merger or consolidation and, to 
that extent, a transfer under such circumstances would qualify as a reorganiza- 
tion within the definition with the consequent right of the transferee to acquire 
the tax benefits of the transferor. In many circumstances, however, railroad 
reorganizations are effected pursuant to an equity receivership or bankruptcy 
proceeding, neither of which qualifies as a reorganization within the statutory 
definition, thereby precluding the transferee corporation from obtaining the 
benefits of the carryover provisions as set forth in section 381 of the code. 

There is no apparent reason why the benefits of the carryover provisions 
should not apply in railroad reorganizations effected either through equity re- 
ceivership or bankruptcy proceedings. In fact, there is every reason for rail- 
reads reorganized in insolvency proceedings to be given the benefit of section 381. 
In all such reorganizations the basis of the property in the hands of the acquiring 
corporation is limited to the basis which such property had in the hands of the 
transferor, subject to the usual rule as to adjustments for “boot.” Similarly, 
no gain or loss is recognized to the transferor corporation under section 374, 
except to the degree that undistributed “boot” is present. Even then, recogni- 
tion of gain may be avoided under section 108 (b) if arising from the discharge 
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of indebtedness effected on or before December 31, 1957. Furthermore, no gain 
or loss is recognized to the securityholders upon the exchange of their securities 
by reason of section 354 (c). 

It clearly follows, then, that this type of railroad reorganization should be 
accorded the same tax tax treatment under section 381 now extended to 
corporate exchanges qualifying under section 381 (a) (1) and (2). That is, 
the Association of American Railroads is of opinion that railroad reorganiza- 
tions effected through equity receiverships or section 77 of the Bankruptcy Act 
proceedings should be included within the scope of those exchanges qualifying 
for the benefits of section 381. Consequently, it is recommended that section 351 
(a) of the Internal Revenue Code of 1954 be amended by converting the comma 
at the end of section 381 (a) (2) into semicolon, adding the word “or” imme- 
diately thereafter, and inserting the following: 

“(3) in a transfer of property of a railroad corporation pursuant to an order 
of the court having jurisdiction of such corporation in a receivership proceeding 
or in a proceeding under section 77 of the Bankruptcy Act to a railroad corpora- 
tion organized or made use of to effectuate a plan of reorganization approved 
by the court in such proceeding.” 


Unintended hardship created by relief provision of 1954 Code for 2-year-loss 
carryback (sec. 172 (b)) 


The 1939 Code provided that net operating losses were to be carried back to the 
first taxable year preceding the loss year and then carried forward to the 5 
taxable years succeeding the loss year, thereby permitting business losses to be 
used as offsets against the income of a 7-year period. The 1954 Code, while 
retaining the 5-year carryforward period, extended the carryback period to each 
of the 2 years preceding the loss year. 

Unfortunately, however, because of the economic loss adjustments required 
to be made to a loss carried to any year prior to 1954, the extension of the 
carryback provision to 2 years creates an unintended hardship for taxpayers 
suffering losses in 1954 and 1955. But for the 2-year carryback period provided 
in the 1954 Code, a net operating loss for 1954 would have been a carryback only 
to 1953 before becoming a carryover to 1955. Thus, absent the carryback changes 
of the 1954 Code, the amount of the 1954 loss carried forward to 1955 would 
have been diminished by the economic loss adjustments for 1953 only. However, 
the unintended result of the 1954 Code in this regard is to penalize the amount 
of the 1954 loss carried to 1955 by the economic loss adjustments not only for 
1953 but for 1952 as well. 

Similarly, a taxpayer suffering a net operating loss in 1955 is compelled under 
the 1954 Code to carry such loss to 1953 as well as to 1954 thereby diminishing 
the carryover to 1956 by the economic loss adjustments required for 1953. Thus, 
the relief sought to be provided by the 1954 Code in this area can and does 
produce the unintended result of discriminating against a taxpayer suffering 
losses in 1954 and 1955. Moreover, it does not appear at all to have been the 
deliberate design of Congress to penalize the loss taxpayer in the situation 
involved here. 

It is, therefore, proposed that section 172 (b) be amended to provide that net 
operating losses for 1954 and 1955 shall be carried back to the second preceding 
taxable year only at the option of the taxpayer. Such a proposal will not com- 
pletely remedy the situation, since a loss in 1954 will still be carried back to 
1953 and will be subject to the adjustments required by the 1989 Code. However, 
since a carryback for 1 year was required under prior law taxpayers may be 
presumed to have expected the continuation of such a provision. Nevertheless, 
the addition of a second year of carryback, although itself intended to give relief, 
constitutes in some cases an unintended hardship, and in such instances it should 
not be applied to the detriment of the taxpayers. 

In view of the foregoing, it is urged that section 172 (b) be amended by adding 
thereto the following new paragraph: 

“(3) Notwithstanding the provisions of paragraphs (1) and (2) of this sub- 
section a net operating loss for a taxable year ending after December 31, 1953, 
and on or before December 31, 1955, shall, at the option of the taxpayer, be a 
net operating loss carryback to the preceding taxable year and a net operating 
loss carryover to each of the five succeeding taxable years. Except as provided 
in subsection (f), the entire amount of the net operating loss for any taxable 
year shall be carried to the earliest of the taxable years to which, under the 
provisions of this paragraph, such loss may be carried. The portion of such loss 
which shall be carried to each of the other taxable years shall be the excess, 
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if any, of the amount of such loss over the sum of the taxable income for each 
of the prior taxable years to which such loss may be carried. For purposes of 
the preceding sentence, the taxable income for any such prior taxable year shall 
be computed 
“(A) with the modifications specified in subsection (d) other than para- 
graphs (1), (4), and (6) thereof; and 
“(B) by determining the amount of the net operating loss deduction 
without regard to the net operating loss for the loss year or for any taxable 
year thereafter, 
and the taxable income so computed shall not be considered to be less than 
zero.” 


Income tares paid by lessee corporation (sec. 110) 


In the railroad industry long-term leases were often the means whereby one 
railroad company acquired the properties of another railroad company, rather 
than by merger or consolidation. Under such lease agreements the properties 
of the lessor company were taken over completely by the operating lessee and 
thereby incorporated into the lessee’s railroad system. 

Under the terms of a typical lease, the operating lessee is obligated to pay 
the income taxes of the lessor arising out of the rental payment. In such a 
situation, the Commissioner of Internal Revenue adhered to a rule prior to 
1952 that only the first computation of income tax would be considered as addi- 
tional income of the lessor. However, for taxable years beginning after Decem- 
ber 31, 1951, this rule was reversed by the Commissioner in Mimeograph 6779, 
1952—-1 Cum. Bull. 8, as amended by Internal Revenue Mimeograph 51, 1952— 
2 Cum. Bull. 65, holding that the first computation of income tax created addi- 
tional income subject to tax in the hands of the lessor and that each resulting 
tax computation created additional income to the lessor, thereby giving rise 
to inequitable pyramiding of tax. 

The inequity of the reversal of the Commissioner’s position was recently 
noted by the Court of Claims in Connecticut Railway and Lighting Co. v. United 
States (1956 CCH Stand. Fed. Tax Rep., par. 9773 (Ct. Cl., July 12, 1956)), 
where, in commenting on the Government’s contention that, notwithstanding the 
above cited mimeographs, as a matter of law the tax on tax was taxable for 
years prior to 1952, the court stated: ‘‘To say that it was taxable is to ignore 
30 years of tax administration in which it was not taxed; is to ignore the fact 
that because of the Government’s representation to the Supreme Court that it 
was not being taxed, the Court published that representation to all who were 
interested.” (See Old Colony Trust Company v. Comm’r, 279 U. 8S. 716, 730-731 
(1928) .) 

Section 110 of the Internal Revenue Code of 1954 rectifies this inequity and 
terminates the pyramiding of income tax in this type situation, but only with 
respect to taxable years beginning after December 31, 1953. Since the 1954 Code 
recognizes that pyramiding is inequitable and since the pyramiding requirement 
in eifect for 1952 and 1953 stemmed from a reversal of position held by the Com- 
missioner for more than 30 years, it is clearly equitable that section 110 should 
apply at the option of the lessee taxpayer to 1952 and 1953 as well as to subsequent 
taxable years. 

It is, therefore, submitted that section 110 of the Internal Revenue Code of 
1954 be amended by adding at the end thereof the following sentence: “This 
section shall apply at the option of the lessee taxpayer to all taxable years ending 
subsequent to December 31, 1951.” 


Foreign taw deduction 


The Internal Revenue Code allows a domestic corporate taxpayer either a 
deduction for the amount of any income tax paid to foreign countries or, at the 
election of the taxpayer and in lieu of the deduction, a credit against its United 
States income tax for (1) the amount of any income tax paid to foreign countries 
and (2) the amount of any income tax deemed to have been paid to foreign 
countries with respect to dividends received from its foreign corporate 
subsidiaries. 

A domestic corporation ineurring a United States income tax on its foreign 
and domestic profits is thus entitled to elect a credit against its United States 
income tax for the foreign income tax paid on the foreign profits. This credit 
is allowable to the domestic corporation incurring a United States income tax 
regardless of whether the foreign profits are derived from a foreign branch of 
its corporate self or as dividends from a foreign corporate subsidiary. 
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In a taxable year where the domestic corporation’s foreign profits, on which 
foreign income taxes are paid, are offset by domestic losses, no foreign tax 
credit is allowable since no United States income tax is incurred; however, 
under present law the domestic corporation in this situation may take a deduction 
for the foreign income tax if its foreign profits are derived through branch oper- 
ations, but is not entitled to any deduction if its foreign profits are received 
as dividends from a foreign corporate subsidiary. 

Thus, a domestic corporation whose overall operations—both foreign and 
domestic—result in a loss, but whose foreign profits are derived through branch 
operations, is allowed a deduction for its foreign income-tax payment, thereby 
and to that extent increasing its net operating loss carryover to a prior or 
subsequent taxable year. However, another domestic corporation whose foreign 
and domestic operations also result in an overall loss, but whose foreign profits 
are received as dividends from a foreign corporate subsidiary rather than 
through a branch of its corporate self, is deprived of an increased net operating 
loss carryover since it is not allowed a deduction for the foreign tax payment 
made by its foreign subsidiary with respect to the profits received as dividends. 

There is no logical or equitable reason for not allowing a part of the foreign 
tax credit to be used as a deduction when the other part is allowed, and for 
discriminating in this situation against a domestic corporation conducting its 
foreign business through a foreign subsidiary rather than through its own 
branch operations. This discrimination may and should be corrected by amend- 
ing the Internal Revenue Code so as to allow a domestic corporate taxpayer a 
deduction for foreign taxes deemed to have been paid with respect to dividends 
received from foreign corporate subsidiaries. It is, therefore, the opinion of 
the Association of American Railroads that section 164 of the 1954 Code be 
amended by adding thereto the following new subsection : 

“(g) For purposes of subsection (a), the term ‘taxes paid or accrued within 
the taxable year’ includes any income, war profits, or excess-profits taxes deemed 
to have been paid by a domestic corporation within the meaning of section 
902.” 


Mr. Jones. Nine items are involved in this statement, representing 


matters of interest to the railroad industry as a whole. 

Vacation pay: The item of paramount importance to the railroad 
industry falling within the scope of these hearings is the speedy enact- 
ment of a substitute section 462, to preserve the long-recognized right 
of the railroads to deduct vacation pay liability. There is a definite 
need, we think here, for the correlation of the legislative and the ad- 
ministrative processes. 

Pursuant to a published revenue ruling, it has been the general prac- 

tice of the railroads for many years to accrue and deduct vacation pay 
earned by the employees and owed by the employers as of the end of 
the year, although not payable until the following year. 

Following the enactment of section 462 of the 1954 Code, which in- 
cluded such liability among the then recognized reserves, a new reve- 
nue ruling was issued by the Commissioner revoking the earlier ruling 
effective with the years ending on or after June 30, 1955. 

Following the repeal of section 462, the effective date of the revoca- 
tion ruling was extended and made to relate only to years ending after 
December 31, 1956. This was obviously in anticipation of the e: arly 
enactment of a modified section 462 which would in any event protect 
the right to accrue and deduct this vacation pay liability. The inter- 
relationship of the administrative ruling with the legislative action 
was recognized in the legislative history ‘of the action taken to repeal 
462, with which you no doubt are fully familiar. 

We believe that you gentlemen are aware of the problem which faces 
the railroads in this particular connection but we desire to take this 
opportunity to emphasize the importance of early action. 
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We do not here undertake to say what other reserves should be in- 
cluded in a modified section 462. We understand that a bill has been 
drafted by Government representatives which expressly protects the 
right of the railroads and others similarly situated to continue the de- 
duction not only of vacation pay liability but also of other previously 
and consistently allowed accruals. We urge that such a bill include 
language making it clear that by restricting its application to certain 
types of reserve items, there is no intention to create any prejudiced 
implication with respect to prior practices which have been accepted 
and approved for tax purposes. 

It is pertinent to note that there is no double deduction involved in 
our situation. To the contrary, legislation is called for to eliminate 
the possibility that the railroads will in 1957 be deprived of a full year’s 
deduction of this constant annually recurring liability. 

Correlation of interest statutes: I will now pass to our second sug- 
gestion. We think there is a definite need to correlate the interest 
statutes to correct a requirement arising out of a revenue ruling made 
by the Commissioner in 1955. This problem relates to situations where 
an overpayment in 1 year is credited against a deficiency for another 
year. Sections 6601 and 6611 are involved. 

Section 6601 provides generally for the imposition of interest on de- 
ficiencies to the date of payment, except for the limited period of sus- 
pension following the execution of a statutory waiver of restriction 
on the assessment. In Revenue Ruling 55-485, the Commissioner ruled 
that if the deficiency is paid by credit, the effective date of payment is 
the date on which the schedule of overassessments is signed and that 
interest must be computed to that date under the mandate of section 
6601. 

On the other hand, section 6611 allows interest to the taxpayer on 
an overpayment, which is applied as a credit against a deficiency, only 
to the assessment date of such deficiency. A simple example will illus- 
trate the potential inequity here. Suppose in the audit of 1950 and 
1951 that an overpayment of $200,000 is determined for the year 1950 
and a deficiency in like amount is determined and agreed to for 1951. 
Assuming that a statutory waiver of restrictions is executed by the 
taxpayer upon conclusion of the audit, the Commissioner would then 
be in a position to assess the deficiency within 30 days without loss 
of interest. 

Generally, the statutory notice and demand is issued at that time 
mae no collection is insisted upon because of the pending tentative 
credit. 

However, since the proposed overpayment exceeds $100,000 the case 
must be first reviewed in the field and then reviewed in the Chief 
Counsel’s office here in Washington, and finally referred to the joint 
committee for approval before the overpayment can be scheduled. 
Now, it is not unusual for a full year to run during such extended 
review. It is during that year that the taxpayer faces the unwar- 
ranted penalty under the revenue ruling of a full year’s interest on 
the $200,000. 

This is so because the Commissioner will regard the deficiency as 
unpaid until the related overassessment is officially approved and 
scheduled, and the Commissioner will assess interest on the deficiency 
throughout that year under section 6601. 

However, in view of the mandate in section 6611, he will allow the 
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taxpayer interest on the overpayment so applied only to the date the 
deficiency was first assessed. Such a one-sided adjustment of interest 
is obviously inequitable. This could be avoided by the wary taxpayer 
through payment of the deficiency when it is first assessed or through 
the insistence of a conditional waiver with all of the complications 
that that might entail. 

This stdin was first explored rather fully during the past year 
by a special committee of the American Bar Association section of 
taxation. Corrective legislation was approved at the recent annual 
meeting in Dallas. The proposal adopts the theory of netting or 
balancing of accounts and involves the amendment of section 6601 to 
preclude interest on the deficiency for any period during which interest 
would otherwise be running on the overpayment which is applied as a 
credit, and the correlated amendment of section 6611 to allow no 
interest on the overpayment after the due date of the deficiency 
against which the credit is taken. 

In the above example, interest would run on the 1950 overpayment, 
under the usual statutory rules, to the due date of the 1951 deficiency, 
March 15, 1952. No interest would run on the deficiency itself because 
it is theoretically satisfied by the pending tentative credit as of the 
moment it first arose. I might add that I served as a chairman of 
that subcommittee of the American Bar Association dealing with this 
interest problem. 

The proposal finally adopted by the meeting in Dallas was dis- 
cussed with appropriate representatives of the Internal Revenue 
Service here and we think that both the idea and the mechanics pro- 
posed were favorably received. The Association of American Rail- 
roads therefore supports a proposal which is on the American Bar 
Association agenda as a proper means of eliminating this trap for the 
unwary. 

Statute of limitations on refund claims: The third item on our 
agenda involves the statute of limitations on refund claims. The 
change made in section 6511 of the 1954 Code restricting the time for 
filing a claim for refund to 3 years from the due date of the return has 
been a matter of concern to the railroads. The need for correlation 
with the time prescribed by 6501 for assessing a deficiency is we think 
very definite and it has been on our legislative agenda as well as that 
of the American Bar Association’s agenda for some time. 

We therefore heartily commend the proposed action in section 47 
of the proposed bill which has been circulated at the direction of this 
subcommittee. 

Section 332 (c)—Correlation with section 334 (b) (1): Our fourth 
item involves section 332 (c), and the need to correlate that section with 
the provisions in section 334 (b) (1). That requires some more de- 
tailed explanation. In section 332 (c) of the 1954 Code, Congress 
recognized for the first time the need to insulate liquidating subsidi- 
aries from taxable gains as a result of the transfer of property in satis- 
faction of indebtedness owing to the parent corporation. However, 
that legislation covers only one of the problems which has plagued the 


railroads for many years, namely, the problem of the debtor-subsidiary 
which is solvent. 
The insolvent subsidiary was left unprotected. This is so because 
the application of section 332 (c) is expressly limited to liquidations 
85105—56—3 
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falling within section 382 (a) and the courts have ruled that section 
112 (b) (6) of the 1939 Code, the forerunner of section 332 (a), has 
no application where the subsidiary is insolvent. It is, of course, in- 
congruous we think, to differentiate in favor of the solvent corporation 
in such a situation and we believe that this is an oversight which should 
be corrected. 

We further suggest in connection with section 332 (c) that an in- 
equitable situation is created by the lack of correlation between the 
subsection and that portion of section 334 (b) (1) which first appeared 
in the 1954 Code. Under the provisions of the latter subsection, the 
creditor-parent corporation is required to use the subsidiary’s basis 
with respect to property transferred to it in satisfaction of indebt- 
edness. 

However, under section 332 (c) only the subsidiary is protected 
against gain in such a situation. Under the prevailing case law, the 
creditor-parent corporation is subjected to tax where the value of the 
property so distributed exceeds the adjusted basis of the indebtedness, 
despite the fact that the transferor’s basis of the property, which must 
now be used under section 334 (b) (1), may be less than the basis of the 
indebtedness so satisfied. We think that this is an unintended hard- 
ship arising out of the enactment of the 1954 Code which should be 
corrected. 

We therefore urge that section 332 (c) be amended: 

First, to extend the insolvent subsidiaries the same protection which 
is now given to solvent subsidiaries. 

Secondly, to provide that, within prescribed limitations, the credi- 
tor-parent corporation realizes no gain or loss upon the constructive 
payment to it of the liquidating subsidiary’s indebtedness. 

With respect to the first pr oposal, the gain to the subsidiary arises 
under case law in the situation where property with a present value 
in excess of the adjusted cost basis is apphed to indebtedness. Now, 
if section 332 (c) is amended to protect insolvent as well as solvent 
subsidiaries the parent corporation would, under section 334 (b) first 
be required to use the subsidiary’s lower cost basis and the Govern- 
ment’s interest would be protected by such preclusion of a stepped- 
up basis at that time. 

Now, with respect to the second proposal, the gain to the parent 
corporation arises under case law in the situation where property 1s 
transferred to it by a wholly owned subsidiary in satisfaction of in- 
debtedness held at an adjusted basis less than the face value of the 
indebtedness, as where $100,000 face amount of the subsidiary’s bonds 
are acquired by the parent from the public at a cost of $80,000. 

When property worth $100,000 is transferred in satisfaction of such 
indebtedness, the parent is now taxed on the $20,000 difference even 
though the property so transferred may have had an adjusted bh: asis 
of $80,000 or less, which basis the parent must use under section 33 
(b) (1). If, on the other hand, the parent had been required to 
pay $110,000 to acquire the bonds, it would have a deductible loss 
of $10,000 even if the property transferred to it by the subsidiary had 
an adjusted basis of $110,000 which would be available to the parent 
under section 334 (b) (1). 

in both situations the parent, following the transfer, would own 
directly property which it formerly owne d indirectly, possessing the 
same tax basis as the indebtedness surrendered. If substance is to be 
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regarded, neither gain nor loss should be recognized in such a paper 
type of transaction. 

In our proposed modification of section 332 (c), we adopt the 
basic theory of the “package” deal which was advanced by the House 
version of H. R. 8300. We think that corrective legislation is called 
for here predicated upon a comparison of the basis which must be 
used by the parent sky section 334 (b) (1) with the parent’s aggre- 
gate investment in the subsidiary. 

Section 336, clarification of “Distribution in Liquidation”: I have 
next a few w ords with respect to section 336, which is in some way re- 
lated to the above discussion. This section of the 1954 Code codified 
for the first time the general rule that no gain or loss shall be recog- 
nized to a corporation on the distribution of property in partial or 
complete liquidation. 

As indicated in our full statement, there is uncertainty under the 
existing case law whether the phrase “distribution in liquidation” re- 
lates solely to distributions made to stockholders as such. We think 
it would be appropriate to clarify section 336 by making it clear that 
it applies to all distributions of corporate assets incident to a winding 
up of the corporate enterprise, that is, to creditors and to stockholders 
alike. 

It should be remembered that section 336 applies only to the cor- 
poration which is being liquidated. Recognition of gain or loss to 
taxpayers receiving such distributions de spends upon other provisions 
of the law. Since the liquidating cor poration is now protected under 
section 332 (c), where the distribution is to a qualified creditor-parent 
corporation and since the impact of the restricted view of section 336 

can be avoided in other situations by the wary taxpayer through the use 
of section 337, there would appear to be no justification for the con- 
tinuation of the equivocal language in sec ‘tion 336. 

I might remind you that the section 337 referred to is new in the 
1954 Code and that it provides protection to a liquidating corporation 
by allowing it to first sell its assets. It could then use part of the 
proceeds to satisfy this indebtedness we are speaking of, and if it then 
made the final distribution to its stockholders within the prescribed 

2 months, it seems that it would be able to avoid this thing which 
we fear is embodied in the equivocal language of section 336. 

Section 381, carryover rights for reorganized railroads: Our next 
item deals with section 381 and we suggest here the clarification or 
enlargement of that section to recognize carryover rights for 
reorganized railroads. 

Now, here again, section 381 codified for the first time the right to 
certain carryovers but it proceeds to limit such right to reorganizations 
as defined in certain parts of section 368 and to liquidations of sub- 
sidiaries under section 332. Many railroad reorganizations are effected 
pursuant to an equity receivership or bankruptcy proceedings. 
Neither of these in the usual situation qualifies as a reorganization 
within the precise statutory definition. Thereby, the transferee cor- 
poration is precluded from obtaining the benefits of the carryover 
provisions set forth in section 381 of the code. 

There is no apparent reason why the benefits of the carryover pro- 
visions should not apply in railroad reorganizations effected either 
through equity receivership or bankruptcy proceedings. In fact, there 
is every reason for railroads reorganized in insolvency proceedit ngs 
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to be given the benefit of section 381. In all such reorganizations the 
basis of the property in the hands of the acquiring corporation is lim- 
ited to the basis which such property had in the hands of the trans- 
feror and no gain or loss is recognized to the transferor corporation 
under section 374. 

The Association of American Railroads is of the opinion that rail- 
road reorganizations effected through equity receiverships or section 
77 of the Bankruptcy Act proceedings should be included within the 
scope of those exchanges qualifying for the benefits of section 381. We 
believe that this was an oversight which if perpetuated will result in 
an unintended hardship to such reorganized railroads. 

Modification of the 2-year-loss carryback in section 172 (b): Now, 
we next suggest a modification of the 2-year-loss carryback set forth 
in section 172 (b) of the 1954 Code. Prior to the enactment of the 
1954 Code, the taxpayer was permitted a 1-year carryback and a 5-year 
carryforward of net operating losses. Section 172 (b) of the 1954 
Code enlarged this right to permit a 2-year carryback as well as the 
established 5-year carryforward. 

While this change was obviously intended as a benefit, it results 
in a hardship in those situations where so-called economic loss adjust- 
ments must still be made for dividends and similar items received in 
1952 and 1953. It should be remembered that for 1954 and subsequent 
years, no adjustment is required with respect to the deduction of 85 
percent of dividends received. However, section 172 (e) provided 
that the loss carryback to any prior year must be determined under the 
1939 Code which required such adjustment. 

Thus we see that, when this requirement is tied in with the new 2-year 
loss carryback provision, a corporate taxpayer which had substantial 
dividend income and which sustains a net operating loss for 1954 or 
1955 is penalized instead of benefited by the substitution of the 2-year 
carryback for the existing 1-year rule. 

But for the 2-year carryback period provided in the 1954 Code, a net 
opeating loss for 1954 would have been a carryback only to 1953 before 
becoming a carryover to 1955. Thus, absent the carryback changes 
of the 1954 Code, the amount of the 1954 loss carried forward to 1955 
would have been diminished by the economic loss adjustments for 1953 
only. However, the unintended result of the 1954 Code in this regard 
is to penalize the amount of the 1954 loss carried to 1955 by the 
economic loss adjustments not only for 1953 but for 1952 as well. 

A 1955 loss is affected similarly to the extent of 1953 economic ad- 
justments. 

We propose that, during this transition period, 1954 and 1955, sec- 
tion 172 (b) be amended to provide that the taxpayer may apply the 
1-year carryback rule for losses sustained in 1954 or 1955. 

Section 110, income taxes paid by lessee corporation: Now, I have 
a few words on section 110 dealing with income taxes paid by lessee 
corporations. Many railroad systems have nvdiege’ historically 
through lease arrangements whereby the properties of the lessor com- 
pany are taken over completely and for all practical purposes merged 
with the lessee’s railroad system. 

Under the terms of a typical lease, the operating lessee is required 
to pay the income taxes of the lessor arising out of the rental payments. 
Prior to 1952 the Commissioner adhered to a rule that only the first 
computation of tax would be treated as additional income of the lessor. 
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However, pursuant to a published ruling in 1952, the Commissioner 
announced the inequitable practice of pyramiding the tax. 

In section 110 of the 1954 Code this inequity was rectified prospec- 
tively by providing that such a tax payment should give rise to no 
income to the lessor and no deduction to the lessee. This leaves a gap 
of only 2 years, 1952 and 1953, for application of the arbitrary pyra- 
miding rule. We suggest that appropriate action be taken to give the 
taxpayer the right to apply the rule of section 110 to 1952 and 1953 
at his option. It is pertinent to note in this connection that in July 
of this year, the Court of Claims emphasized the inequity of the re- 
versal by the Commissioner in 1952 of this long-recognized rule. 

Foreign tax deduction: Finally, we invite your attention to the 
problem presented relating to the foreign tax deduction. Under the 
provisions of the 1954 Code a domestic corporation has the right to 
treat foreign income taxes paid either as a credit or as a deduction if 
the foreign profits are derived from direet branch operations. A de- 
duction under section 164 or a credit under sections 33 and 901 is 
involved. 

However, if the foreign operations are conducted in the form of 
separate subsidiaries, the domestic corporation is only allowed to 
treat as a credit the foreign income taxes deemed to have been paid, 
as specified in section 902. Consequently in years when dividend 
income from profitable operations of foreign subsidiaries is offset by 
domestic losses, the domestic corporation is deprived completely of 
tax benefit from such foreign tax payments. 

The credit cannot be used because no tax is due for the year and the 
deduction, which would at least serve to enlarge the loss carryover, is 
presently denied. It should be remembered that the 85-percent deduc- 
tion is inapplicable to such dividends. 

Since the broad purpose of these provisions is to avoid burdensome 
double taxation on domestic corporations and thereby to encourage 
their business activity in foreign countries by allowing them to com- 
pete there on comparable tax terms, we think it is appropriate to allow 
a deduction of qualified foreign taxpayments in both situations. 

We see no justification for the present discrimination against the 
domestic corporation which happens to conduct its foreign operations 
through subsidiaries rather than through branches. We think section 
164, dealing generally with the deductibility of taxes, should be amend- 
ed by adding a new subsection authorizing the deduction of income 
taxes deemed to have been paid by a domestic corporation within the 
meaning of section 902. 

Mr. Mitxs. Does that complete your presentation / 

Mr. Jonzs. That completes our presentation. 

Mr. Mitts. Are there any questions ? 

Mr. Jones, you have dealt at some length with some of the problems 
that arise under subchapter C. These are only a few of on many 
oroblems in subchapter é, as you quite well know. The subcommittee 
in all probability will not have an opportunity to complete its consid- 
eration of that subchapter in time to report to the full committee by 
January 1, 1957. 

Even though we had not anticipated a discussion of subchapter C, 
we are glad that you have brought to us some of the problems involved 
so that we may give attention to them at such time as the committee 
can focus its attention upon subchapter C. 
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Now, you have discussed also the lack of language in substitution 
of the repealed section, 462. You are primarily concerned with the 
situation that may face railroads in the taxable year 1957 if the Treas- 
ury does not extend its action following repeal of section 456 or the 
Congress itself does not write some substitute language for section 
462, as I understand. 

Mr. Jones. We, being practical minded and realizing the climate 
facing taxpayers under modified 462, are not asking for something 
new. Weare merely asking that our old rights be preserved. 

Mr. Minis. You have always had the right to expense vacation pay 
in anticipation of the expenditure of those funds; is that correct ? 

Mr. Jones. Since the execution of the union contracts, the first one 
I believe in 1941. 

Mr. Mirts. It’s your thought that existing law following repeal of 
462 does not continue that right to the railroad 4 

Mr. Jones. The existing law, the ruling denies that right. We 
would not here concede that we could not still prevail in the courts 
under some accrual theory, but we are left in a dilemma and un- 
doubtedly a tremendous amount of litigation would ensue without 
relief of some sort. 

Mr. Mus. The point is that you may be forced to litigate if some 
action is not taken by the Treasury or by the Congress to continue 
the situation for 1957 and subsequent years, that prevails in 1956? 

Mr. Jones. Yes. 

Mr. Mirizs. You have limited your discussion with respect to the 
subject matter involved in section 462 to vacation pay; have you not? 

Mr. Jones. I have. 

Mr. Mirus. Will your association and those organizations that are 
members of your association be satisfied insofar as you are concerned 
with the limitation of that principle contained in 462 to vacation pay ? 

Mr. Jones. I think they would, provided that an adequate saving 
clause such as that suggested in the full presentation be inserted in 
the bill, that is, one indicating that you do not by implication intend 
to deny the railroads the accrual rights which have been accepted on 
audit for income purposes for years. 

There are some other items in the railroad field which might in 
some way be classified generally with reserves, and if you enacted a 
new bill and said reserves A, B, and C are proper, the revenue agent 
might say, “Well, by implication this comes within a reserve category 
and they didn’t specify it, and therefore I won’t allow it any more.” 
The very limited areas to which that would pertain would, I think, 
render it proper to insert some language to the effect that you do not 
by implication intend to disturb existing law as to other items of some- 
what similar nature. 

Mr. Mixrs. That idea has been toyed with somewhat, Mr. Jones, but 
it is a little difficult to develop the language that will carry out that 
objective, as you can well understand, I am sure. 

Mr. Jones. Yes. 

Mr. Mitxis. I have some other questions, but I will not delay the 
committee. Are there any further questions? If not, we thank you, 
Mr. Jones, for the information you have given the committee. 

Mr. Jones. Thank you for the privilege. 
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(The following letter was received for the record :) 


ASSOCIATION OF AMERICAN RAILROADS, 
Law DEPARTMENT, 
Washington, D. C., November 23, 1956. 
Subject : Section 110 of the Internal Revenue Code of 1954. 
Hon. Witsur D. MILLs, 


Chairman, Subcommittee on Internal Revenue Taxation, Committee on Ways 
and Means, United States House of Representatives, Washington, D. C. 


DEAR Mr. Mirxis: On Monday, November 19, Mr. Joseph M. Jones appeared be- 
fore your subcommittee on behalf of the Association of American Railroads and 
recommended, among other things, that the above section be amended by adding 
at the end thereof the following sentence: “This section shall apply at the option 
of the lessee taxpayer for all taxable years ending subsequent to December 31, 
1951.” 

This recommendation was made in order to rectify a situation with respect 
to 1952 and 1953 taxes which stemmed from a reversal of position held by the 
Commissioner of Internal Revenue for more than 30 years. Section 110 of the 
code rectified this inequity and purported to terminate the pyramiding of income 
tax in the situation where the operating lessee is obligated to pay the income 
taxes of the lessor arising out of the rental payment. 

Since the appearance of Mr. Jones, Boston & Maine Railroad, a member of the 
Association of American Railroads, has called our attention to its view that sec- 
tion 110 of the Internal Revenue Code of 1954 does not adequately solve the 
pyramiding problem as applied to their situation. 

The railroad has also advised us that it has asked for an opportunity to appear 
before your subcommittee for the purpose of presenting a proposal. 

We understand that Boston & Maine Railroad will propose that the pyramid- 
ing situation in the years 1952 and 1953 be handled by amending the Internal 
Revenue Code so as to give a lessee taxpayer the choice of applying section 110 
of the 1954 Code as recommended by the Association of American Railroads in 
Mr. Jones’ testimony, or, at the option of the lessee taxpayer, by applying the 
so-called pre-1952 rule which had been accepted by the Commissioner for more 
than 30 years. 

The Association of American Railroads has no objection to the proposal to be 
advanced by the Boston & Maine Railroad, it being understood that such proposal 
is in addition to and not in substitution for that advanced by Mr. Jones on behalf 
of this association in his presentation before your subcommittee. 

A copy of this letter is being furnished counsel for the Boston & Maine Rail- 
road so that they may be in a position to offer the same for the record should they 
so desire. 

Yours very truly, 
. d T. L. Preston. 

Mr. Mirxs. The next witness is Mr. L. E. Reynolds. 


Mr. Reynolds, will you give your name, address, and the purpose of 
your appearance ? 


STATEMENT OF L. E. REYNOLDS, VICE PRESIDENT AND TREASURER 
OF THE CONNECTICUT LIGHT & POWER CO., BERLIN, CONN. 


Mr. Reynotps. My name is Lester E. Reynolds, and I am a resident 
of West Hartford, Conn. I am presently employed as vice president 
and treasurer of the Connecticut Light & Power Co., Berlin, Conn. 

Mr. Minis. You may proceed, Mr. Reynolds, in your own way. 

Mr. Reynowps. I am here to point out a hardship imposed on the 
Connecticut Light & Power Co. by section 110 of the Internal Revenue 
Code of 1954 and to propose a suggested revision. 

That section relates to the income-tax consequences of a lease agree- 
ment in which the lessee has agreed to pay the lessor’s income tax on 
the annual specified rental. With respect to such leases entered into 
prior to January 1, 1954, that section excludes from the gross income 
of the lessor of the amount of the income-tax payments made by the 
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lessee on behalf of the lessor, and it denies to the lessee any deduction 
on account of such tax payments. 

In addition to this oral testimony, I have prepared a detailed written 
statement which I wish to have placed in the record. 

Mr. Mixis. Without objection, that statement will be included in 
the record. 


(The statement referred to follows :) 


STATEMENT or L. E. REYNOLDS, VICE PRESIDENT AND TREASURER OF THE CONNECTI- 
cut Lieut & Power Co., WITH RESPECT TO HARDSHIPS CREATED BY SECTION 110 
OF THE INTERNAL REVENUE CODE OF 1954 


The Connecticut Light & Power Co., Berlin, Conn., is a public utility engaged 
in the manufacture, sale, and distribution of electricity and gas throughout a 
substantial part of the State of Connecticut. As its vice president and treasurer, 
I am submitting this written statement, in addition to oral testimony, to point 
out a hardship imposed by section 110 of the Internal Revenue Code and to 
propose a suggested revision. That section relates to the income tax conse- 
quences of a lease agreement in which the lessee has agreed to pay the lessor’s 
income tax on the annual specified rental. With respect to such leases entered 
into prior to January 1, 1954, that section excludes from the gross income of 
the lessor the amount of the income-tax payments made by the lessee on behalf 
of the lessor, and it denies to the lessee any deduction on account of such tax 
payments. 

The Connecticut Light & Power Co. operates part of its property as lessee under 
an agreement entered into in 1906 for a term of 999 years which provides that 
the lessor corporation is entitled to a prescribed annual rental after payment 
of taxes imposed upon the lessor with respect to such rental. Under this lease 
agreement the Connecticut Light & Power Co. is required to pay the Federal 
income taxes of the lessor with respect to the annual rental. Contrary to the 
law as it existed prior to the enactment of section 110 of the Internal Revenue 
Code of 1954, the company is no longer allowed any deduction with respect to 
the tax reimbursement it pays to the lessor and the amount of the reimbursement 
for taxes is excluded from the lessor’s income. 

Section 110 imposes a tremendously new and inequitable burden upon lessees. 
who are operating under leasing contracts entered into many years ago, in this 
case even before there was an income tax. Ironically, its enactment seems to 
have been prompted by equitable considerations to eliminate hardships, but I 
repectfully submit its enactment does not accomplish this purpose because it 
was based upon two erroneous assumptions: (1) It was erroneously assumed 
the new provision would relieve an inequity created by the recent change in the 
Treasury Department administrative practice which required pyramiding into 
the income of the lessor the tax reimbursements paid by the lessee for the bene- 
fit of the lessor; and (2) it was erroneously assumed that pyramiding of such 
tak reimbursements was required under the 1939 Code. 


(1) In the usual case section 110 produces the same inequitable net effect as 
pyramiding 

Prior to 1952 it had been the consistent practice and policy of the Treasury 
Department for at least 30 years to include in the taxable income of the lessor 
the rental income plus the income tax paid by the lessee on account of the rental, 
but not to pyramid into the lessor’s income any additional income tax paid by 
the lessee on the original income tax paid on the rental. Asa part of that long- 
standing practice and policy, the Treasury Department recognized the right of 
the lessee to deduct as an ordinary and necessary business expense the annual 
rental plus the income tax paid by the lessee on account of the annual rental, 
and in addition the second income tax paid by the lessee on account of the first 
income tax payment. This may be illustrated as follows: 


Rental paid by lent00.pcsineqeqqo septa doeencrepeeedesesr dais $100, 000: 
Income tas on leeioe 8b Ee Bet een cenencdetnsenecaneeendlon 52, 000 
TGObe TEX OR TRIE Riieserepachnetp me ecstatic deatseemndidbthcipgstigitinngds 27, 040 

Dobtal cost:of benen to WSCC O inn bik heh Bde i bieetesn pone 179, 040. 


The lessor was required to report, for income-tax purposes, only $152,000, 
on which a tax of $79,040 would be paid. The lessee was entitled to deduct, as. 
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a business expense, the total of $179,040, consisting of the rental plus the taxes 
of the lessor, so that the lessee’s net cost of rental and tax would be $179,040 
minus $93,100 ($179,040 times 52 percent), or the amount of $85,940. 

In 1952 the Treasury Department adopted a new administrative policy which, 
in general, required the pyramiding of the taxes on income taxes into the lessor’s 
income, and allowed the lessee, as a business expense deduction, all such taxes. 
Under this method, the income taxes paid by the lessee on behalf of the lessor 
included each successive tax on tax, with the result that the total cost of the 
lease to the lessee reached the absurd amount of 208 percent of the stipulated 
annual rental as shown in the following schedule: 


ee eee ee  eeateeneeeemeeiniamumenieine = ineeiepment $100, 000 
SU es CU COG Oe or emis erehbupraceinins 108, 333 
SE AE: MEER Te TI a ote caches censebairreuindenabrtaenoraarirapedoeaiaiee dice 208, 333 


Under this pyramiding method the entire $208,333 is includible in the lessor’s 
taxable income and the same amount is deductible by the lessee as a business 
expense. The net cost of the lease to the lessee after this deduction is $100,000, 
so that in net effect no part of the tax reimbursement is a tax deduction to the 
lessee. 

Under section 110 of the 1954 Code, the result from the figures assumed in the 
foregoing examples is as follows: 


WORtAP Pale ty Temeeek iss Aa Fs ee as eo eee $100, 000 
Tax paid by lessee for lessor (52 percent) ~.-------_-_-----_--_--__- 52, 000 

Total cost of lease contract to lessee__.......----------------- 152, 000 
ANlowdbie 'Cedwetion to leaeeeieei i) os a cs 100, 000 


Thus, under section 110 the lessee will have paid out $152,000 as the total cost ot 
the lease, and by deducting $100,000 rental expense will reduce his taxes by 
$52,000, making the net cost of the lease $100,000. This is exactly the same 
result produced under the “pyramiding”’ method, the inequities of which were 
intended to be relieved by the enactment of section 110. 

It is true that in some situations, e. g., where the lessee and lessor are in 
different tax brackets or the lessee suffers a net operating loss from the tax re- 
imbursement, a somewhat different result will be obtained under the “pyra- 
miding” practice than under the section 110 method; however, in the usual situa- 
tion, which has been my company’s experience, the “pyramiding” method pro- 
duces exactly the same net result as is provided for under section 110. 

The Congress, in recognizing the hardship imposed by the “pyramiding” 
method, which more than doubles the cost of a lease entered into long before 
there ever was an income tax, should also recognize that the enactment of sec- 
tion 110 of the 1954 Code is no answer, for that provision produces precisely the 
same net result in the usual situation which my company experiences. 

I respectfully submit that the only sound solution to this problem is to return 
to the administrative practice which prevailed for more than 30 years prior to 
1952, and, which I respectfully submit, was the law under the 1939 Code. 


(2) “Pyramiding” of the reimbursement into the income of the lessor was not 
required under the Internal Revenue Code of 1939 


The law requiring the inclusion in the taxable income of the lessor of the 
first tax reimbursement only is demonstrated by two cases in the Supreme Court 
in 1929 wherein the taxpayers were contesting the authority of the Commis- 
sioner of Internal Revenue to include in income any amount of taxes paid to or 
for the benefit of a taxpayer by a third party. The first case, Old Colony Trust 
Co. v. Commissioner (279 U. S. 716), involved the payment by an employer of 
taxes imposed upon the compensation of an employee, and the other case, United 
State v. Boston & Maine Railroad Company (279 U. S. 732), involved the tax- 
ability to the lessor of taxes imposed upon rental income and paid by the lessee 
under the terms of the lease agreement. The Court in both cases held that the 
first tax reimbursement was includible in income. 

The taxpayers in the above cases urged upon the Supreme Court that adoption 
of the Commissioner’s determination to include in taxable income of a taxpayer 
the immediate tax paid to or for his benefit by a third party could resuit in the 
pyramiding of tax on tax to the irreducible minimum so that tax liability could 
be determined only through the use of an algebraic formula. For this reason 
it was urged that no tax reimbursement was properly includible in income. 
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In answer to this contention of the taxpayer the Government in its brief on 
reargument in the Old Colony case, supra, stated (pp. 28-29) : 

“It is true that in earlier years there was a lack of uniformity in treatment 

and that in some cases the amount of additional taves paid by another was in 
turn added to the taxpayer’s income. Since 1923, however, the practice has been 
settled and the Treasury Department has added only the original tax paid by 
another, and abandoned any attempt to treat the additional tax as additional 
income.” [Italics in original.] 
This representation by counsel for the Government of the interpretation given 
the gross income provisions of the law by the Commissioner of Internal Revenue 
was based on a letter dated April 2, 1929, from Commissioner Blair to Assistant 
Attorney General Willebrandt, a copy of which was attached as appendix C to 
the Government’s brief on reargument in the Old Colony case. This letter makes 
reference to article 102 of regulation 33, dealing with income to lessor corpora- 
tions, and article 109 of regulation 45, dealing with rentals, both of which provi- 
sions are carried over without material change into the Treasury regulations 
applicable to the last taxable years to which the 1939 Code applied. See regula- 
tions 111, sections 29.22 (a)-19 and 29.23 (a)-10 and regulation 118, sections 
39.22 (a)-19 and 39.23 (a)-10 (a). This letter further sets forth the Treasury 
interpretation that only the so-called first tax is includible in income and quotes 
the following from A. R. R. No. 3181, which was isSued to all branches of the 
Bureau of Internal Revenue on April 30, 1923: 

“The lessor corporation at the close of its taxable year should without taking 
into account the amount of income and profits taxes paid in its behalf by the 
lessee corporation, determine what its gross income and net income are, then 
compute the amount of income and profits taxes properly assessable against a 
similar amount of income, accrue upon its books additional gross income in an 
amount equal to the taxes so computed and include such an amount in its return 
as additional gross income. The amount of income and profits taxes assessable 
against the lessor corporation is to be computed on the amount of net income 
shown in that return.” 

In reliance upon the foregoing representation by the Government, the Supreme 
Court in the Old Colony case pointed out that “no attempt has been made by the 
Treasury to collect further taxes upon the theory that the payment of the addi- 
tional taxes creates further income, * * *.” 

The Court in the Boston & Maine case observed : 

“The Commissioner says that no single instance has been found where the 
Bureau has departed from this general practice of construing taxes paid under 
the present circumstances to be income to the taxpayer whose tax liability has 
been discharged in such a manner. 

“The Commissioner says that it was the purpose of the instructions to establish 
a consistent policy, and that if they have not been followed in individual cases, 
it is due to an unauthorized departure from the Bureau’s instructions. More 
than this, it should be added that neither before nor since 1923 has any algebraic 
formula been used by the Bureau in computing taxes.” 

The consistent interpretation that only the original tax paid by a third party 
constituted taxable income to a taxpayer without any further pyramiding of tax 
upon tax continued to be observed by the Treasury until the year 1952. Con- 
necticut Railway and Lighting Co. v. U. 8. (Ct. Cls., 1956) ( F. Supp. ). 
The Commissioner of Internal Revenue on March 12, 1952, issued Mimeograph 
6779 (C. B. 1952-1, p. 8) which provided that all Federal taxes paid to, for, or 
on behalf of a landlord by a tenant must be included in the taxable income of 
the landlord. On October 14, 1952, the Commissioner of Internal Revenue, by 
IR-Mim. 51 (C. B. 1952-2, p. 65) amended and modified Mimeograph 6779 by 
adding thereto paragraphs 3 and 4, reading as follows: 

“3. The rule set forth herein is applicable to all types of income payments 
including, but not confined to, payments for personal services, alimony, and pur- 
chase or rental of property. 

“4. Under authority contained in section 3791 (b) of the Internal Revenue 
Code, the provisions of this mimeograph will not be applied for taxable years 
beginning prior to January 1, 1952, in determining the amount of gross income 
of the recipient of an income item on account of the taxes paid by the payor 
other than the initial tax computed on the stipulated amount, except that any 
Federal income or excess-profits taxes which have been paid on account of the 
inclusion in gross income of the taxes paid by the payor will not be refunded.” 

The prior regulations and rulings of the Treasury Department as well as the 
decisions of the Supreme Court in the Old Colony and Boston & Maine cases 
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clearly establish the rule of the Treasury Department not to include in taxable 
income of a taxpayer any further tax payments or reimbursements by third 
parties beyond the first payment or reimbursement. Manifestly Congress ac- 
cepted this principle as the correct interpretation of the law because between 
the date of those decisions and 1952, Congress enacted 16 revenue acts* without 
including therein any provision requiring a change in the rule of the Treasury 
Department. 

The applicable clause appearing in section 22, which defines gross income, has 
been consistently reenacted without change by Congress since the announcement 
of the rule to include only the “first tax” as a part of gross income. Having 
adopted the rule in 1923 to include only the “first tax” as a part of taxable 
income and the Congress having since reenacted the gross income provisions 
numerous times without changing the language in respect thereto, the rule 
became a part of the statute and the Commissioner had no power so to change 
established law. 

Regardless of the statements appearing in the committee reports relative to 
the enactment of section 110 of the 1954 Code, it would seem clear that, by well 
established legal principles, “pyramiding’’ was not required or permitted under 
the provisions of the 1939 Code and prior revenue acts. 


ORIGIN OF SECTION 110 


The rule proposed by section 110, i. e., exclusion from the lessor’s income of 
the income tax paid by lessee on account of lessor’s receipt of the rental and the 
disallowance of the tax payment as an expense deduction of the lessee—appears 
to have originated with the railroad industry. 

It was proposed to the Ways and Means Committee as a rule to be applied 
solely to railroad leases. The committee apparently adopted the proposal, but, 
instead of confining it to railroads alone, has applied it generally to all leases 
executed prior to January 1, 1954. The report of the Committee on Ways and 
Means (at p. A36) states that section 110 of H. R. 8300 adopts for income-tax 
purposes a rule applied in the excess-profits tax under section 101 of the Excess 
Profits Tax Act of 1950 (sec. 433 (a) (1) (K) of the 1989 Code). 

The reason for the rule in the 1950 act, as explained in the report of the Com- 
mittee on Finance, United States Senate, Excess Profits Tax, 1950 (at p. 15), 
was to prevent the imposition of the excess-profits tax on the amount of tax 
borne by the lessee on behalf of the lessor, which would thereby have increased 
the amount of the lease expense to the lessee. Relief from the imposition of a 
tax at excess-profits tax rates was intended and nothing more. 

The Excess Profits Tax Act of 1950 provided the disallowance of the tax borne 
by the lessee as a deduction in computing the lessee’s excess-profits net income 
for purposes of the excess-profits tax only (sec. 433 (a) (1) (K)); however, the 
same adjustment was made in the lessee’s income for the base period years to 
determine the leSsee’s excess-profits credit (sec. 433 (b) (11)). Thus, the 
resulting increase in the excess-profits credit substantially compensated a lessee 
for the disallowance of the deduction in the taxable year for purposes of com- 
puting the excess-profits tax. This is not true of the normal tax and surtax 
imposed by the 1954 Code, for there is no reciprocal benetit derived from the 
denial to the lessee of the deduction of an ordinary and necessary business 
expense. 

Aside from the excess-profits tax origin of the proposed new rule, my infor- 
mation is that most lessees and lesSors of railroad properties are parent and 
subsidiary corporations. It is obvious that where the lessor and lessee are 
part of the same corporate family the problem of section 110 is of little impor- 
tance. However, where the corporations are not related, the loss of the deduc- 
tion of the tax reimbursement expense assumes very serious proportions. A 
rule of this kind, advocated on account of the peculiar problems of the railroad 
industry, should not be applied generally, 


PRESENT STATUS OF THE LAW 


As matters now stand, confusion in the law as to treatment of tax reimburse- 
ments under lease agreements entered into before January 1, 1954, between 
corporate taxpayers is compounded by the application of three separate and 
distinct rules, the application of the appropriate rule depending upon the par- 


1 Revenue acts of 1932, 1934, 1935, 1936, 1938, 1939 (Code), 1940, 1940 (2d), 1941, 1942, 
1943, 1944, 1945, 1948, 1950, and 1951. 
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ticular taxable year involved. These three rules may be conveniently desig- 
nated as (1) the “pre-1952” rule, (2) the “pyramiding” rule, and (3) the “section 
110” rule. 

Pre-1952 rule——For taxable years prior to 1952 when Mimeograph 6779, as 
modified by Internal Revenue, Mimeograph 51, was issued, the rule is, consistent 
with the Treasury Department practice for more than 30 years prior thereto, 
to include in the income of the lessor only the rental fee plus the amount of tax 
attributable to the inclusion in the lessor’s income of the rental fee. Any further 
reimbursement by the lessee for the amount of tax on tax is not included in 
the lessor’s income. The lessee is allowed a deduction for the rental fee and 
tax attributable thereto, both of which are included in the lessor’s income, 
plus the amount of additional tax paid by or for the lessor attributable to the 
inclusion in his income of the so-called first tax. 

Pyramiding rule—This rule, pursuant to Mimeograph 6779, as modified, is 
applied by the Treasury Department to the taxable years 1952 and 1953, which 
are prior to the effective date of the application of section 110 of the 1954 Code. 
Pursuant to this rule, there is included in the lessor’s income the amount of 
the rental fee plus all tax reimbursements made by the lessee ad infinitum, 
and at the least this rule requires application of an algebraic formula which 
more than doubles the amount of the cost of the lease to the lessee. The 
lessee is allowed a full deduction for the rental fee plus all tax reimbursements. 

Section 110 rule.—This rule applies to 1954 and subsequent taxable years 
where the lease was entered into prior to January 1, 1954, and both lessor 
and lessee are corporations. Under this rule there is included in the lessor’s 
income only the amount of the rental fee and only this amount is allowed as 
a deduction for the lessee. The lessee is not allowed any tax reimbursement 
actually paid to or for the benefit of the lessor. As we have pointed out above, 
in the usual case it produces the same net effect as the pyramiding rule. 

In addition to the above 3 rules now in effect, if either the lessor or lessee 
is not a corporation or the lease was entered into after January 1, 1954, the 
pyramiding rule apparently is considered by the Treasury Department to apply, 
although it might well be contended by a taxpayer under such circumstances 
that the pre-1952 rule applies because repeated reenactments in light of the 
Treasury Department’s consistent practice for more than 30 years constitutes 
legislative adoption of that practice. , 

This current confusing and imconsistent treatment of a problem that for 
sO many years was dealt with in a simple and realistic manner clearly demon- 
strates the need for corrective legislation. 


OUR PROPOSAL 


If the rule provided for in section 110 of the 1954 Code meets the peculiar 
problems of the railroad industry, we, of course, have no objection to its con- 
tinued application, provided it clearly is made applicable only to the railroads, 
which we understand was the original intention and purpose. As I have 
pointed out above, this rule does not meet the problem we are confronted with 
but, in fact, imposes precisely the same hardship as the new and irrational 
pyramiding rule, which was annouced by the Treasury Department in 1952. 

We have indicated above why we feel that both the pyramiding rule and 
the section 110 rule are unrealistic and produce an unnecessary hardship. Ac- 
cordingly, with respect to tax-reimbursement leases entered into prior to adoption 
of the pyramiding rule in 1952, we believe it would be no more than equitable 
and proper to apply by legislative enactment the pre-1952 rule. This could be 
done by amendment to section 110 of the 1954 Code. If this is not acceptable 
we have an alternative suggestion. 

Basically, our problem stems from the fact that our long-term lease was 
entered into in 1906, long before adoption of the 16th amendment. Other than 
interrelated corporate taxpayers whose problem is not very real, we doubt 
whether there were many bona fide tax-reimbursement leases entered into after 
adoption of the 16th amendment. Accordingly, our alternative suggestion is 
that the pre-1952 rule be applied by legislative enactment to all tax-reimburse- 
ment leases entered into prior to adoption of the 16th amendment. This could 
likewise be accomplished by amendment to presently existing section 110 of 
the 1954 Code. 

Section 110 violates all precedents that we are aware of, in that we know 
ot no other instance in the entire history and development of the income-tax 
law where a taxpayer has been denied a deduction for an annually recurring 
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out-of-pocket payment which constitutes an ordinary and necessary expense 
of doing business. 

Mr. Reynotps. My company is operating part of its properties as 
lessee under a 999-year lease, entered into in 1906, which provides that 
the lessor corporation is entitled to a prescribed annual rental after 
payment of taxes imposed upon the lessor with respect to such rental. 
Under this lease the Connecticut Light & Power Co. is required to pay 
the Federal income taxes of the lessor with respect to the annual rental. 

Contrary to the law as it existed prior to the enactment of section 110 
of the Internal Revenue Code of 1954, the company is no longer al- 
lowed any deduction with respect to the tax reimbursement it pays 
to the lessor and the amount of the reimbursement for taxes is ex- 
cluded from the lessor’s income. 

Section 110 imposes a tremendously new and inequitable burden 
upon lessees who are operating under leasing contracts entered into 
many years ago, in this case even before there was an income tax. 
Ironically, its enactment seems to have been prompted by equitable 
considerations to eliminate hardships, but I respectfully submit its 
enactment does not accomplish this purpose, because it was based upon 
two erroneous assumptions : 

First, it was erroneously assumed the new provisions would relieve 
an inequity created by the recent change in the Treasury Department 
administrative practice, which requiring pyramiding into the income 
of the lessor the tax reimbursements paid by the lessee for the benefit 
of the lessor. 

And, second, it was erroneously assumed that pyramiding of such 
tax reimbursements was required under the 1939 Code. 

Prior to 1952, it had been the consistent practice and policy of the 
Treasury Department for at least 30 years to include in the taxable 
income of the lessor the rental income plus the income tax paid by 
the lessee on account of the rental, but not to pyramid into the lessor’s 
income any additional income tax paid by the lessee on the original 
income tax paid on the rental. 

As a part of that longstanding practice, the Treasury Department 
recognized the right of the lessee to deduct as an ordinary and neces- 
sary business expense the annual rental plus the income tax paid by 
the lessee on account of the annual rental, and in addition, the second 
income tax paid by the lessee on account of the first income-tax pay- 
ment. That was a wholly fair and satisfactory tax policy, inasmuch 
as the lessee was allowed a tax deduction for all of the taxes which 
were required to be paid for the benefit of the lessor. 

In 1952, the Treasury Department edopted a new administrative 
policy which, in general, required the pyramiding of taxes on income 
taxes into the lessor’s income and allowed the lessee, as a business 
expense deduction, all such taxes. 

As pointed out in the detailed written statement, the income taxes 
paid by the lessee on behalf of the lessor included each successive 
tax on tax, with the result that at the present current corporate tax 
rate of 52 percent the total cost of the lease to the lessee reached the 
absurd amount of 208 percent of the stipulated annual rental. Al- 
though the lessee was allowed to deduct as a business expense all the 
taxes paid with respect to the lessor’s rental income, in net effect no 
part of the tax reimbursement was a tax deduction to the lessee. 
This is set forth in complete detail in my written statement. 
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Section 110, in the usual situation, produces exactly the same net 
result as the pyramiding method, though its enactment was intended 
to relieve the inequities of the pyramiding policy. 

The Congress, in recognizing the hardship imposed by the pyramid- 
ing method, which more than doubles the cost of a lease entered into 
long before there ever was an income tax, should also recognize that 
the enactment of section 110 of the 1954 Code is no answer, for that 
provision produces precisely the same net result in the usual situation 
which my company experiences. 

1 rey ectfully submit that the only sound solution to this problem 
is to return to the administrative practice which prevailed for more 
than 30 years prior to 1952, and which, I respectfully submit, was 
the law under the 1939 Code. 

The law requiring the inclusion in the taxable income of the lessor 
of the first tax reimbursement only is demonstrated by two cases in 
the Supreme Court in 1929, Old Colony Trust Company v. Commis- 
sioner (279 U.S. 716), and United States v. Boston enh Idina Rail- 
road Company (279 U. S. 732), in both of which the Court held that 
the first tax reimbursement was includible in income. 

The consistent interpretation that only the original tax paid by a 
third party constituted taxable income to a taxpayer, without any 
further pyramiding of tax upon tax, continued to be observed by the 
Treasury until 1952. 

The prior regulations and rulings of the Treasury Department, 
as well as the decisions of the Supreme Court in the Old Colony and 
Boston & Maine cases, clearly establish the rule of the Treasury De- 
partment not to include in taxable income of a taxpayer any further 
tax payments or reimbursements by third parties beyond the first 
payment or reimbursement. Manifestly, Congress accepted this prin- 
ciple as the correct interpretation of the law, because between the 
date of those decisions and 1952, Congress enacted 16 revenue acts 
without including therein any provision requiring a change in the 
rule of the Treasury Department. 

The applicable clause appearing in section 22 of the 1939 Code which 
defines gross income has been consistently reenacted without change 
by Congress since the announcement of the rule to include only the 
“first tax” as a part of gross income. Having adopted the rule in 
1923 to include only the first tax as a part of taxable income, and the 
Congress having since reenacted the gross-income provisions numer- 
ous times without changing the language in respect thereto, the rule 
became a part of the statute and the Commissioner had no power so to 
change established law. 

It would seem clear that, by well-established legal principles, pyra- 
miding was not required or permitted under the provisions of the 1939 
Code and prior revenue acts. 

The section 110 rule was proposed to the Ways and Means Com- 
mittee as a rule to be applied solely to railroad leases. The committee 
apparently adopted the proposal, but instead of confining it to rail- 
roads, has applied it generally to all leases executed before January 
1, 1954. 

The report of the Committee on Ways and Means states that section 
110 adopted a rule applied under section 101 of the Excess Profits 
Tax Act of 1950. However, the reason for the rule in the 1950 act 
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was to prevent the imposition of an excess-profits tax on the amount 
of tax borne by the lessee on behalf of the lessor. 

The disallowance in the 1950 act of the deduction by the lessee of 
the tax reimbursed to the lessor in computing the lessee’s excess 
profits net income was substantially compensated for by a similar 
adjustment made in the lessee’s income for the base period years 
which increased the lessee’s excess-profit credit. This is not true of 
the normal tax and surtax imposed by the 1954 Code; there is no re- 
ciprocal benefit derived from the denial to the lessee of the deduc- 
tion of an ordinary and necessary business expense. 

Relief from imposition of a tax at excess profits tax rates was in- 
tended in section 101 of the 1950 Excess Profits Tax Act; nothing 
more. 

The previous witness for the railroads has testified that the 
pyramiding rule creates a hardship and that, as applied to his par- 
ticular situation, section 110 to some extent alleviates this hardship. 

I take this occasion to point out that in the usual situation which 
applies to my company, the section 110 rule produces precisely — 
same result as the pyramiding rule. Therefore, they both create : 
hardship, the only answer to which is the application of the pre- 1952 
rule, which worked so successfully for a period of more than 30 
years. 

As matters now stand, confusion in the law as to treatment of tax 
reimbursements under leases entered into before January 1, 1954, 
is compounded by the application of three distinct rules, the applica- 
tion of the appropriate rule depending on the particular taxable year 
ere os 

The pre-1952 rule, which allowed the lessee a deduction for the 
aiel fee and the tax attributable thereto, plus the amount of addi- 
tion: al tax paid on the so-called first tax; 

The pyramiding rule, which requires the pyramiding of taxes on 
idemnd taxes, but allows the lessee the deduction of such taxes as 
business expenses ; and 

The section 110 rule, which allows no deduction to the lessee for 
the tax reimbursement to the lessor. 

Clearly, this confusing and inconsistent treatment of a problem, 
dealt with in a simple and realistic manner for so m: iny years, dem- 
onstrates the need for corrective legislation. I, therefore, offer the 
following proposals: 

If the section 110 rule meets the peculiar problems of the railroads, 
we have no objection to its continued application, provided it clearly 
is made applicable only to the railroads, which we understand was the 
original intent and purpose. 

I have indicated the rule does not meet the problem we are con- 
fronted with, but in fact imposes the same hardship as the pyramid- 
ing rule. There is no precedent in the history and development of the 
income-tax law, to my knowledge, denying to the taxpayer a deduc- 
tion for an annually recurring ordinary and business expense. 

I have indicated also why we feel both the pyramiding rule and the 
section 110 rule are unrealistic and produce an unnecessary hardship. 
Accordingly, with respect to tax-reimbursement leases entered into 
prior to 1952, we believe the pre-1952 rule should be applied by legis- 
lative enactment; this could be done by amendment of the existing 
section 110 of the code. If this is not acceptable, our alternative 
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suggestion is that the pre-1952 rule be applied by legisaltive enact- 
ment to all tax-reimbursement leases entered into prior to adoption 
of the 16th amendment; this could also be accomplished by amend- 
ment to presently existing code section 110. 

I take this opportunity to thank the committee for the privilege of 
appearing in this matter and to request that careful consideration 
be given our suggestions for corrective legislation to eliminate the 
hardships created by the section 110 and pyramiding rules. 

Mr. Mitts. Does that complete your statement ? 

Mr. Reynotps. Yes, sir. 

Mr. Miiis. Any questions? 

Mr. Reynolds, let me get your position clear. 

Now you refer in the beginning of your statement to one of these 
lease agreements entered into in 1906 for a term of 999 years? 

Mr. Reynotps. That is right, sir. 

Mr. Mirus. Take that situation, will you, please, and bring it 
through the pre-1952 rule, the 1952 Treasury rule, and the 1954 Code 
change—that is, the pre-1952 rule, the pyramiding rule of the Treas- 
ury, and the change made in the law in the 1954 Code. 

Mr. Reynowps. Yes. 

Mr. Mirus. Show us how you have been affected. What you are 
talking about is this: Under the terms of this agreement, the lessee 
company pays a stipulated rent ? 

Mr. ReyNoubs. Correct. 

Mr. Minis. And the lessee company must also pay the tax that is 
involved in the receipt of that income by the lessor company ? 

Mr. Reynotps. Right. 

Mr. Mus. Now, will you take that situation through these three 
separate steps? 

Mr. Reynoxps. Yes. 

On pages 2 and 3 of my written statement, I think it is set forth 
rather clearly. I have indicated that under the rule prior to 1952, and 
I am assuming an annual rental of $100,000, the rental paid by the 
lessee is $100,000. The income tax on the lessor at 52 percent is 
$52,000. The income tax on the tax at 52 percent is $27,040, making a 
total cost of the lease to the lessee $179,040. The lessor was required 
to report for income-tax purposes only the $152,000 on which a tax 
of $79,040 would be paid. The lessee was entitled to deduct as a busi- 
ness expense the total of $179,040, consisting of the rental plus the 
taxes of the lessor. So that the lessee’s net cost of rental and tax would 
be $179,040, minus $93,100, which is $179,040 times 52 percent, or the 
net amount of the lease was $85,940; that was the net cost. 

Now we move into the pyramiding rule, and the same 

Mr. Murits. Just develop it a little more if you will. Prior to 1952 
the lessee company could take as the cost of this lease for tax purposes 
$179,040 ? 

Mr. Reynotps. That is right. 

Mr. Miuxs. And deduct that as the cost of doing business ? 

Mr. Reynotps. That is the total cost, including the fixed rental, 
plus the two taxes paid by the lessor. 

Mr. Mitus. That is the pre-1952 rule? 

Mr. Reynorps. Pre-1952. 

Mr. Minus. The lessee company did take the entire amount into ac- 
count, including the tax? 
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Mr. Reynoups. Correct. The lessor, however, only included in in- 
come the $152,000, or the first tax reimbursement. 

Mr. Mitts. The lessor did what? 

Mr. Reynotps. Only the rental paid, plus the first tax reimburse- 
ment of $52,000. 

Mr. Mutts. All right. 

Mr. Reynotps. Now, when we get into the pyramiding rule, as- 
suming the same example, $100,000, and then a reimbursement of the 
tax on tax at 52-percent rate, the figure becomes, instead of $52,000: 
and $27,000, it becomes $108,333, or a total cost of the lease to the lessee 
of $208,333. 

Under this pyramiding method, the entire $208,333 is includible in 
the lessor’s taxable income, and the same amount is deductible by the 
lessee as a business expense. The net cost of the lease to the lessee after 
this deduction is $100,000 as against the $85,940 under the pre-1952. 

Now we run into section 110—— 

Mr. Minus. Under the Treasury policy, the pyramiding rule, your 
lessee company could take the entire amount paid, both in rental and 
the tax by it for the lessor as the cost of business; you could do that, 
$208,333 ? 

Mr. Reynotps. That is correct. 

Mr. Mruxs. That was received by the lessor, $208,333. 

Mr. Reynotps. That is right. 

Mr. Mitts. All of that was includible in the lessor’s taxable income? 

Mr. Reynotps. Right. 

Mr. Mus. I see it. 

Mr. Reynotps. The 19 steps to get to infinity, so to speak. 

Mr. Muus. I see the difference. 

Mr. Reynotps. Now, under section 110 of the 1954 Code, the result 
from the figures assumed in the foregoing example is as follows: 

Rental paid by the lessee, $100,000; tax paid by the lessee for the 
lessor at 52-percent rate, $52,000; total cost of the lease contract to the 
lessee is $152,000. 

The only deduction allowable to the lessee is $100,000. 

Mr. Mitts. That is under section 110? 

Mr. Reynowps. Yes. 

Mr. Mus. In place of getting either $179,040 as a deduction, as 
you would have had prior to 1952, or $208,333 as a deduction under the 
pyramiding rule? 

Mr. Reynotps. That is right. 

Mr. Miris. Under section 110 the lessee can only deduct $100,000, 
with this lease we entered into in 1906. 

Mr. Reynotps. That is correct, with the result that the cost of the 
lease is $100,000 under section 110. The cost of the lease is $100,000 
under the pyramiding rule, and the cost of the lease under the pre-1952 
rule is $85,940. 

Mr. Mixts. Let me ask you this question: Under section 110, what 
is ineluded as income by the lessor ? 

Mr. Reynotps. The $100,000. 

Mr. Mitrs. And the tax has already been paid on that ? 

Mr. Reynoxps. Yes. 

Mr. Mitts. Since it is not included within the income of the lessor, 
then is it proper that it not be included as a deduction from the income 
of the lessee ? 

85105—56——4 
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Mr. Reynotps. Well, under the rule as it is set up, where it is dis- 
allowed as a deduction to the lessee it’s not included in the income to 
lessor, the answer is the same as if you had the pyramiding rule. 

Mr. Mitts. What section 110 tries to do is to try to take us away 
from the pyramiding rule so that you do not have tax on tax? 

Mr. Reynoxps. It eliminates the detailed steps. There are 19 steps 
under the pyramiding. By disallowing the deduction and disallow- 
ing it as income, you eliminate the pencil-pushing, but you get the 
same answer. 

Mr. Mitts. How much worse off would you be on the basis of this 
example under section 110 than you would be under the pyramiding 
rule or under the pre-1952 ? 

Mr. Reynotps. The pyramiding rule and section 110 is exactly 
the same answer ; the cost 1s $100,000. 

Under the pre-1952 rule the cost is $85,940, or a savings of approxi- 
mately $15,000 in the example stated here. 

Mr. Mitts. To the lessee company ? 

Mr. Reynotps. ‘To the lessee company. 

Mr. Mitzs. About a savings of $15,000 on each $100,000 ? 

Mr. Reynoxps. That is right, under the way the example is set up 
here. 

Mr. Mitts. Are there any questions ? 

We thank you, Mr. Reynolds, for your appearance and the infor- 
mation given the committee. 

Mr. Reynoups. Thank you, gentlemen. 

Mr. Mitts. The next witness is Mr. H. A. Haden. 

Mr. Haden, please come forward. Will you give your name, 
address, and the reason for your appearance. 


STATEMENT OF H. A. HADEN, PRESIDENT, NATIONAL BANK & 
TRUST CO., ACCOMPANIED BY MORTIMER M. CAPLIN OF COUNSEL, 
PERKINS, BATTLE & MINOR, CHARLOTTESVILLE, VA. 


Mr. Haven. I am H. A. Haden, of Charlottesville, Va., and I have 
with me Mr. Mortimer M. Caplin, who is our attorney. 

Mr. Miius. Mr. Haden, you may proceed in your own way. 

Mr. Haven. The tax situation about which we are concerned will be 
found in section 75 and section 171 of the Internal Revenue Code 
of 1954. 

It is our understanding that it is only necessary for a bank to 
classify itself as a dealer in tax-exempt securities in order to make 
itself eligible for the tax treatment provided by section 75. This 
section permits a dealer in tax-free securities to amortize premium 
on this type of security. This, in my opinion, is a fictitious loss and 
should not be permitted since similar treatment is not permitted 
nondealer banks. 

In order to illustrate what can result from the use of this section, I 
would like to compare two banks, one of which is classified as a dealer, 
the other is not. 

The nondealer bank is our own bank, National Bank & Trust Co., 
of Charlottesville, Va. The data which I will use for these compari- 
sons has been obtained from the reports of the president of each of 
these institutions for the year 1955. The amount of Federal taxes 
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which is mentioned in each case is, of course, estimated, as at the close 
of the year of 1955 neither institution had filed its tax return for 
that year. 

However, those in charge of the keeping of records in each institu- 
tion are so familiar with the operations that I am sure the estimates 
are accurate. 





bank 


Item | Nondealer | Dealer bank 
! 
| 





a a aed hails ethinitchiracntenice ee $59, 415, 750. 67 
wa I 6.5. ck Serna ce cents oS gate mut eeseellee aula eke thems tedden deaip excpares 1, 079, 859. 40 2, 325, 701. 42 


Value municipal bonds owned_____---- coil baadial dinsiides de abogelh | aaa 8, 380, 609. 15 
Loans and discounts_- b pcisithe Mercia henamaeneds sabe tbawadeeatl | 11,310, 476. 77 23, 876, 441. 24 
Federal income tax (estimated)............-.-----------.-------------- ol 142, 200. 00 54, 525. 45 
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| 





The year 1955 was no isolated period. A similar situation has appar- 
ently existed for years. 

In 1954, the nondealer bank estimated its tax at $173,313.79 and the 
dealer bank at $68,743.22. Obviously these compar isons are very con- 
vincingtoalayman. This isa very unfair tax situation. 

I believe you will agree that throughout the history of our country 
it has been the purpose of the legislative bodies to levy taxes uniformly 
among its taxpayers based on the ability of each to pay. It matters 
not from what source the profit is derived as to how much a taxpayer 
should be assessed, but it is the amount of such profit which should 
govern the size of the tax bill. 

We have been told to get on the bandwagon and take advantage of 
the loophole. Our answer, naturally, is that we don’t feel that we 
should be forced to engage in what we consider an undesirable type of 
business in order to receive the same tax treatment as others who do 
see fit to take advantage of this loophole. 

It has been the policy of our bank for many years to keep our 
secondary reserve invested in obligations of the United States Govern- 
ment, the safest investment in the world. It is our feeling that to do 
otherwise would be placing the interest of our depositors in jeopardy. 
We do not think we have a right to do this. 

I am convinced that the Congr ess of the United States wants to levy 
the taxes necessary to operate ‘the Government on an equitable basis. 
I do not believe that you gentlemen expect or want 1 legitimate busi- 
ness to pay relatively 6 times the taxes of another business due to a 
loophole in the revenue law. Nor do I believe that it is your intention 
to require us, or any other business, to enter what we consider an 
undesirable and unsuitable business in order to take advantage of a 
loophole in the Federal law. 

In view of these circumstances, we hope that you will either remove 
from the law the provision which provides special treatment for dealer 
banks or permit similar treatment to any investor who owns securities, 
the income from which is tax free. 

Mr. Minzs. Mr. Haden, does that complete your statement? 

Mr. Haven. Yes, sir. 

Mr. Mitus. Let me get clear in my own mind. 

Have you had an opportunity to read the item in the release of 
November 7 by this subcommittee ? 

Mr. Haven. Yes, sir. 
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Mr. Miius. Referred to as No. 2 on page 1? 
Mr. Hanen. Yes, sir. 


Mr. Mus. Is the suggestion there for correction of the situation: 


in keeping with your views of what the committee should do? 

Mr. Hapen. Yes, sir. 

Mr. Mitts. In other words, you are in the very good position of 
recommending to the committee the enactment of the suggestion which 
has been made to the committee by the staff? 

Mr. Hapen. Yes, sir. 

Mr. Mrixs. Any further questions? 

Mr. Kean. Would that correct it ? 

Mr. Hapen. So far as I can see, it would. 

Mr. Mirus. Thank you, Mr. Haden, for your appearance and the 
information you have given. 

Mr. Haven. Thank you, gentlemen. 

Mr. Mitxs. The next witness is Mr. Paul Blanshard. 

Please give your name and address and the purpose of your appear- 
ance for the record. 


STATEMENT OF PAUL BLANSHARD, IN BEHALF OF THE PROTES- 
TANTS AND OTHER AMERICANS UNITED FOR SEPARATION OF 
CHURCH AND STATE, WASHINGTON, D. C. 


Mr. BiansHarD. Paul Blanshard, appearing as special counsel for 
Protestants and Other Americans United for Separation of Church 
and State. 

This is a national organization of American citizens who are devoted 
to preserving the constitutional principle of church-state separation, 
as embodied in the first amendment. Although our membership in- 
cludes many non-Protestants, the leadership is exercised largely by 
prominent Protestant churchmen. The president is Charles Clayton 
Morrison, founder of the Christian Century; the vice presidents in- 
clude Bishop G. Bromley Oxnam of the Methodist Church; Dr. John 
A.Mackay, president of Princeton Theological Seminary and former 
moderator of the Presbyterian Church, and Dr. J. M. Dawson, long a 
national leader of the Southern Baptist churches. The chairman of 
the board is Dr. Louie D. Newton, pastor of Druid Hills Baptist 
Church, Atlanta, Ga. The executive director is Glenn Archer, for- 
merly dean of Washburn University Law School. 

Our reason for appearing at this hearing is that we believe there are 
certain unintended benefits and unintended hardships in the present 
appplication of the Internal Revenue Code to religious organizations. 
We believe that some of these benefits and hardships violate both the 
spirit and the letter of our policy of church-state separation because 
they sanction preferential treatment for one church as against other 
churches. The Supreme Court, in interpreting the Constitution, has 
outlawed not only a definite establishment of religion but has declared 
that— 


Neither a State nor the Federal Government * * * can pass laws which * * * 
prefer one religion over another” (Everson v. Board of Education, 330 U. 8. 1). 
We contend that the Internal Revenue Code is now administered 
in such a way that it confers three types of unintended benefits upon 
churches which have religious orders, and simultaneously it involves 
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unintended hardships for other denominations and especially for the 
general taxpayer. We do not claim, of course, that any of this dis- 
crimination in practice is deliberate or malicious. It has developed 
because Federal tax officials have failed to analyze frankly and thor- 
oughly the economic practices of certain religious orders. 

The first unintended benefit and hardship which I wish to describe 
is in the field of the unrelated business income of tax-exempt organiza- 
tions, under section 511 of the code, and the regulations applying to 
that section. 

I may say, incidentally, that nearly all my criticism is applied to 
the regulations rather than to the text itself. 

The second unintended benefit and hardship I wish to describe is in 
the field of tax exemption for contributions to religious orders, and 
comes under section 170 and its regulations. 

The third unintended benefit and hardship concerns the exemption 
from Federal income taxes of nuns and chaplains on the public pay- 
roll, and comes partly under section 61 and its regulations. 

As to the first, unrelated business income of religious orders, section 
511 of the Internal Revenue Code provides that, with certain excep- 
tions, all charitable and similar organizations must pay a tax on their 
unrelated business income. Churches and conventions or associations 
of churches are excepted. It therefore becomes very important to 
decide exactly what are the limits of the term “church.” 

In the Federal Register of last January 21, the Internal Revenue 
Service announced a new tentative regulation (1.511 (3) (i) and (ii) ) 
which, by stretching the previous definition of a church made the word 
into a kind of tax-exemption umbrella for all religious orders. This 
regulation read : 


(3) (i) Churches and associations or conventions of churches are exempt 
from the tax imposed by section 511. The exemption is applicable only to an 
organization which itself is a church or an association or convention of churches. 
Subject to the provisions of (ii), religious organizations, including religious 
orders, if not themselves churches or associations or conventions of churches, 
and all other organizations which are organized or operated under church 
auspices, are subject to the tax imposed by section 511, whether or not they 
engage in religious, educational, or charitable activities approved by a church. 

(ii) The term “church” includes a religious order or a religious organization 
if such order or organization (a) is an integral part of a church, and (b) is 
engaged in carrying out the functions of a church, whether as a civil law corpora- 
tion or otherwise. In determining whether a religious order or organization is 
an integral part of a church, consideration will be given to the degree to which 
it is connected with, and controlled by, such church. A religious order or 
organization shall be considered to be engaged in carrying out the functions of 
a church if its duties include the ministration of sacerdotal functions and the 
conduct of religious worship. If a religious order or organization is not author- 
ized to carry out the functions of a church (ministration of sacerdotal functions 
and conduct of religious worship) then it is subject to the tax imposed by 
section 511 whether or not it engages in religious, educational, or charitable 
activities approved by a church. What constitutes the conduct of religious 
worship or the ministration of sacerdotal functions depends on the tenets and 
practices of a particular religious body constituting a church. If a religious 
order or organization can fully meet the requirements stated in this subdivision, 
exemption from the tax imposed by section 511 will apply to all its activities, 
including those which it conducts through a separate corporation or other 
separate entity which it wholly owns and which is not operated for the primary 
purpose of carrying on a trade or business for profit. Such exemption from tax 
will also apply to activities conducted through a separate corporation or other 
separate entity which is wholly owned by more than one religious order or 
organization, if all such orders or organizations fully meet the requirements 
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stated in this subdivision and if such corporation or other entity is not operated 
for the primary purpose of carrying on a trade or business for profit. 

We believe that there are several objections to this new elastic 
stretching of the word “church.” It gives special benefits to the 
peripheral organizations of the Roman Catholic Church, because that 
church has so many religious orders, and it does not grant similar 
exemptions to the aisha’ organizations of protestantism, since 
most Protestant churches do not have religious orders. The welfare 
activities of the Protestant churches are almost entirely directed by 
democratic committees and loosely organized associations of laymen. 
Most Protestant orphan asylums and homes for the aged could not 
possibly qualify as organic parts of any church, but the corresponding 
323 Catholic orphanages in this country could so qualify. 

We do not contend that these Catholic orphanages should be taxed, 
but we do say that if they are exempt as churches, then Protestant 
and other denominational orphanages should have a similar status. 

As an illustration of possible discriminatory treatment under the 
proposed regulations, we might take the Good Will Industries of the 
Methodist Church which operate in many States. These Good Will 
Industries are usually controlled by corporate boards of laymen and 
clergymen, not organically a part of the Methodist Church. If a 
branch of Good Will Industries operated a clothing factory and made 
a profit out of the operation, the owners might have to pay a tax on 
unrelated business income under section 511 and this new regulation; 
but a corresponding factory operated by the Little Sisters of the Poor 
would gain exemption as a church. 

This problem is relatively minor compared to the problem involving 
the gigantic liquor industry like the Christian Brothers, of Napa, 
Calif., one of the best known makers of brandy and wine in the country. 

I single them out only as an example; there are many others. 

This industry is operated by a religious order which is an integral 
and organic part of the Roman Catholic Church, listed in its Catholic 
Directory, and proudly described in newspaper advertisements as a 
religious organization. Should such an industry be exempt from taxes 
on unrelated business income as a church simply because the organi- 
zation wears the facade of a religious order? 

It is true that its net profits go to religious schools, but it is a regis- 
tered brandy distillery, holding national license No. 399, to make 
brandy and sell it in interstate commerce. It is licensed under the 
name of the De La Salle Institute, and its distillery is at Parlier, 
Calif. It sells enormous quantities of wine and brandy, not for sacra- 
mental purposes but for general commercial and personal consumption. 

We are informed that this organization, and others like it, has not 
been paying taxes on unrelated business income, and its lawyers boldly 
demanded in a Federal tax hearing on April 10 that it should continue 
being exempt under the new regulations. 

We do not believe that the Members of Congress ever intended that 
the Internal Revenue Code should exempt a commercial distillery 
from any taxation on the ground that it is a church. The very reason 
why Congress has been so lenient to churches and associations of 
churches in granting tax exemption in the past is that it has been as- 
sumed, that a church would never engage in commercial activity so 
remote from the function of worship as the manufacture of brandy, 
To bring such activity under a clerical tax-exemption umbrella simply 
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because it is supervised by a religious order is to make a mockery of 
the whole concept of the function of religious institutions in our 
society. 

I may point out that the tax section of the American Bar Associa- 
tion has raised a doubt along those very lines on page 103 of the 1956 
study by this section. It has not been adopted by the association yet, 
but it specifically says: 

The proposed regulations have attempted to close the loophole, at least in part, 
by more narrowly defining “church,” * * * and although the committee does not 
oppose this legitimate effort on the part of the Government, it is felt that this 
solution is likely only to result in further problems of interpretation without 
going to the heart of a problem—i. e., the singling out of all the legitimate 
charitable and eleemosynary institutions of one narrow group that are permitted 
to engage in an “unrelated business.” The committee believes that the public 
interest is not served by this discrimination and that the benefits, if any, are 
being diverted from true public purposes. 


Another unfortunate policy of the Internal Revenue Service in this 
area is the exemption of radio stations owned by religious orders from 
taxes on unrelated business income; that is also under 511. 

A radio station which sells time on a commercial basis is competing 
with other stations in the industry even when it is owned and operated 
by a religious order. A number of Jesuit radio stations have been op- 
erating in the country for several years, and at least one of them has 
successfully applied for a TV channel. 

The Jesuit radio station, WWL, of New Orleans, owned by Loyola 
University, is one of the leading stations of the South, and broadcasts 
many of the programs of the Columbia network. Its financial struc- 
ture is well worth examination in the light of tax principles. This 
‘adio station has already asked for tax exemption on the ground that 
the controlling unit is actually a church under the Internal Revenue 
Code. 

Nominally the claim for exemption has been denied, but the Federal 
Government has not yet collected the taxes alleged to be due—at least 
that was the sworn statement of the station’s accountant before a Fed- 
eral Communications Commission hearing in October 1954, and I 
presume that the same facts hold good today. 

When the station applied for a television channel, it submitted state- 
ments of its income showing that its net in the year ending July 31, 
1951, was $460,000. Its return for the use of time in that year was 
$1,086,511. Presumably, if it had been an ordinary corporation, sub- 
ject to ordinary tests, under section 511, it would have had to pay 
$227,950 in Federal taxes that year. That is the estimate that has been 
given me by a very able tax expert. That same expert has estimated 
that if WWL/’s earnings continued as high from 1951 to 1955 as they 
were in 1951, the Federal taxes due today would be $1,162,750. 

Some of the facts concerning Loyola University and station WWL 
were given in testimony at a Federal communication hearing, 
by Father Patrick W. Donnelly, the institution’s president. The fol- 
lowing testimony from Father Donnelly, in an FCC hearing on 
October 4, 1954, is interesting : 

Question. Is it a fact that Loyola University, as a nonprofit corporation, 
operating a radio station, station WWL, sought from the Internal Revenue 
Service a tax exemption from the payment of income taxes, from the revenue 


derived from the radio station, on the theory that the corporation was a church 
organization and not an educational institution? 
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Answer. On the theory that it was a church organization and not an educa- 
tional institution? I don’t think that we do deny that we are both. 

Questicn. Did you seek and obtain an exemption from the payment of income 
tax on the income of WWL from the Internal Revenue Service? 

Answer. No, sir. They denied it. 

Question. When did this take place? 

Answer. Well, it is still taking place, as a matter of fact. They have denied it. 
I suppose the latest letter that I had was on August 13, I believe, in 1954. 

Question. Has the station, as a matter of fact, ever paid any taxes up to this 
point? 

Answer. I believe they have asked for deferment. We haven’t actually 
paid 

Question. The fact is that up until the present time, in the more than 30 years 
of operation of WWL, it has not paid any Federal taxes; isn’t that correct ? 

Answer. It was required until this Internal Revenue Act of 1950. The law 
didn’t require it. They were exempt prior to then. 


We submit that it is misuse of language to describe the nonreligious 
activity of a Jesuit radio station, which sells time on a commercial 
basis, as the activity of a church. Certainly it was not the intention 
of Congress in giving churches special exemption under section 511 
to permit a religious order associated with a church to buy and sell 
in the American market place on a competitive basis with private 
business and then to take very substantial profits without paying taxes 
on those profits. 

I recognize, Mr. Chairman, this is a very complicated aspect of the 
situation. Years ago I was commissioner of investigations in New 
York, and I had a chance to investigate some of these tax-exempt 
problems. I know that sometimes States have statutes that make it 
necessary to recognize such exemptions, but I am talking now about 
those circumstances in which a statute does not protect exemption. 

The Internal Revenue Service has taken the tentative position that 
it has a right to bring religious orders beneath the tax-exempt um- 
brella of the word “church” because of a comment made by the Senate 
Finance Committee in its report, No. 1622, 83d Congress, 2d session, 
page 207. This statement by the Senate Finance Committee reads as 
follows: 








Your committee understands that “church” to some denominations includes 
religious orders as well as other organizations which, as integral parts of the 
church, are engaged in carrying out the functions of the church whether as sepa- 
rate corporations or otherwise. It is believed that the term “church” should 
be all-inclusive. To retain the phrase “or a religious order” in this section 
of the bill will tend to limit the term and may lead to confusion in the inter- 
pretation of other provisions of the bill relating to a church, a convention or as- 
sociation of churches. Accordingly, your committee believes that the section 
of the bill will be clarified by this amendment. 


This is the key point on which the tax service has relied in defining 
the word “church.” 

But this comment was intended to apply not to unrelated business 
income but to the special provision which allows a donor, under sec- 
tion 170, to gain exemption up to 30 percent of his income if the por- 
tion above 20 percent goes to a church or convention of churches. 
There is no indication whatever in the published hearings or reports 
that Congress intended to alter its policy on unrelated business in- 
come. 

There was simply a transfer of the reasoning from section 170 
to section 511, which I will come to in a minute. 

Nor is there anything in the legislative history of the Revenue 
Act of 1954 to show that the Senate Finance Committee was dissatis- 
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fied with the language “a church or a convention or association of 
churches” which appeared in section 511. Its only concession to re- 
ligious orders concerned not the territory of unrelated business in- 
come but the area of tax exemption for donors to religious and char- 
itable institutions, on which, naturally, it could have a much more re- 
laxed policy. 

We wish to point out also that there are several other contributing 
facts which indicate that the Senate Finance Committee had no in- 
tention of changing the rules in regard to tax exemptions on unre- 
lated business income. No estimate of the possible loss from such 
a change is included in the record. We are not given any hint as 
to how much such an extension would cost. We are told that the 
Government might lose $25 million by raising the exemption from 20 
to 30 percent under section 170, but not a word about any cost of modi- 
fying section 511. Surely Congress would not have omitted such 
an estimate if there had been an intention to extend the limits so 
generously on unrelated business income to religious orders. 

There is nothing in the House and Senate tas on tax exemption 
to indicate that Congress ever intended to exempt such enterprises as 
brandy-making, bingo, or commercial radio stations from taxes on 
unrelated business income. 

In the House debate on the Revenue Act of June 28, 1950, which, 
after all, covers the same problems as 1954, the tax exemption of the 
Christian Brothers was brought to the floor for discussion, that is, 
the Christian Brothers that makes the wine. 

Mr. Lynch, who was discussing the meaning of the tax-exemption 
rovisions in the law, indicate that in his opinion such an order would 
e taxable for its unrelated business income earned by the “outside 

work of wine production.” I underscore the word “outside.” The dis- 
cussion is recorded on page 1937 of volume 96 of the Congressional 
Record. 

Contributions to religious orders: Our second point is that unin- 
tended benefits are conferred upon religious orders under section 170 
of the code because contributors to such orders are given special 
exemption. This objection holds good only if the tentative regulations 
concerning the definition of a church and religious orders are applied. 

It is not as important as the first point I have made, but it is reason- 
ably important because the definition that you develop for donors may 
be applied to unrelated business income. 

In the code a special rule has been included in section 170 (b) (1) 
(A) which permits a contributor to be tax exempt on contributions 
up to 10 percent of his income, beyond the standard 20 percent, if the 
additional contributions are made to a church or convention or asso- 
ciation of churches; an educational organization which normally 
maintains a regular faculty and curriculum and normally has a regu- 
larly enrolled Teed of pupils or students in attendance at the place 
where its educational activities are carried on regularly; or a hospital 
the principal purposes or functions of which are the providing of 
medical or hospital care, or medical or hospital care, or medical educa- 
tion, or medical or agricultural research. 

This actually permits an income exemption up to 30 percent to a 
contributor who gives the additional 10 percent of his income to these 
special causes. This section of the code apparently puts all churches 
on an absolutely equal plane in receiving tax-exempt contributions. 
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But if the regulation which I have quoted above is finally and formally 
adopted, churches that have religious orders will be given an immense 
advantage in soliciting contributions over those which do not have 
such religious orders. 

For example, a contributor to the Jesuit magazine America would 
receive a special exemption not granted to a contributor to the Port- 
estant magazine, the Christian Century, since the latter magazine is 
not controlled by a religious order and is not an integral part of any 
church. In a sense, Protestantism would be penalized for not having 
a centralized organization. 

It is true that the Senate Committee on Finance, after it had listened 
to the counsel of the National Catholic Welfare Conference, inserted 
in its report the comment I have already quoted concerning the appli- 
cation of the word “church” to administrative procedures under section 
170. The committee did not hear the representatives of any denomi- 
nation except the Roman Catholic Church. They did not call in the 
representatives of the National Council of Churches, the largest body 

of churches in Americ: 

The committee, therefore, virtually accepted the criterion sug- 
gested by the National Catholic W elfare Conference that integration 
into a church organization should be the supreme test of eligibility 
for receiving the special exemption under section 170. 

In the January 1955, issue of the magazine called the Catholic 
Lawyer, an article on The Concept of Church in the 1954 Internal 
tevenue Code, hailed the action of the Senate Finance Committee 
for accepting a definition of the word “church” which could be “char- 
acterized under the internal law of the ecclesiastical organization 
itself.” 

We do not accept this interpretation of the law or of events. In 
spite of this verbal concession by the Senate Finance Committee, we 
do not believe that it indicates either a desire to revolutionize the 
standard definitions of the word “church,” nor a desire to surrender 
the right of the Government to make its own definitions in this field. 

It should be remembered that Congress did not add to any law a 
new definition of the word “church,” nor did it say specifically that 
it wished to bring all religious orders under the tax-exempt umbrella 
now granted to church organizations. The concession granted in new 
regulations by the Internal Revenue Service on this point is merely an 
inference from the language used by the Senate Finance Committee. 

We believe that it is not sufficient in itself to justify a fundamental 
change in the concept of the word “church” in the Internal Revenue 
Code, and in the enforcement of that code. 

In ordinary usage the word “church” does not include such activi- 
ties as bingo, brandy making, or the operation of commercial radio 
stations. Religious orders and the subordinate corporations controlled 
by religious orders, while engaging in such activities should not be 
permitted to bring themselves within the scope of the meaning of the 
word “church” simply by declaring that they are an integral | part of 
any given church. The Government has a responsibility to penetrate 
through to the reality behind any ecclesiastical facade. 

All the legal and dictionary definitions of the word “church” place 
emphasis upon three fundamental aspects; a church building, a con- 
gregation of persons met together for religious purposes, and the act 
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of collective worship. We believe that these realities should be 
adopted as tests by the Internal Revenue Service in judging whether 
a given organization is worthy of the special exemptions under 
section 170. 

In any event, we believe that the special privileges conferred upon 
contributors under section 170 should not be gr: anted in a partisan 
manner to give special favors to any one church. It happens that 
nearly all the religious orders in the United States are attached to 
one church, the Roman Catholic Church. The tentative definition of a 
church quoted above confers upon that church a discriminatory advan- 
tage, discriminatory against all churches which are more democrati- 

cally : and loosely org: anized. 

We do not object t to the exemption of genuine religious activity under 
section 170, but we do not believe in any special advant: ge being con- 
ferred upon any one church because of its highly centralized and 
monolithic form of organization. 

We particularly wish to call your attention to several sentences in 
the proposed tax regulations announced by the Internal Revenue 
Service in the Federal Register of January 21, concerning the defini- 
tion of the word “church.” The proposed regulations say: 

What constitutes the conduct of religious worship or the ministration of 
sacerdotal functions depends on the tenets and practices of a particular religious 
body constituting the church. 

This sentence should be read in connection with the earlier sentence 
which says: 

A religious order or organization shall be considered to be engaged in carrying 
out the functions of the church if its duties include the ministration of sacerdotal 
functions and the conduct of religious worship. 

It seems to us that these two sentences, taken in conjunction, give 
too much discretion to an individual church. They imply that “the 
Government surrenders its judgment to a church. The words used 
might possibly lead to abuse, because the regulation contains no indi- 

cation as to the amount of sacerdotal functions required to bring a 
religious order under the tax-exemption umbrella. The regulation 
virtually allows a church to decide that question for itself. 

It is even conceivable, under such a passive acceptance of ecclesias- 
tical authority by our Internal Revenue Service, that a religious order 
might be permitted to operate a grocery chain, a bakery, or a bar, and 
donors to such enterprises might still secure the spec ‘ial exemptions 
granted by section 170. That is not an idle speculation, because the 
Trappist Monks have bakeries that operate throughout the country. 

Catholic attorneys, arguing in defense of the proposed regulations 

redefining the word “church,” have claimed every privilege in the 
calendar for any religious order which is an integral part of a church. 
They have, in effect, “claimed that the church has the right to define 
7 own scope. This claim is in accord with Catholic canon law, but 

t is particularly obnoxious in the United States since it would v iolate 
the first amendment of the Constitution. 

That amendment prevents the establishment of any ecclesiastical 
law, and guarantees not only religious liberty but equality of treat- 
ment among all denominations. No church can constitutionally be 
given the power to determine for itself its relationship to Federal tax 
laws, since the choice in such matters belongs to the people. 
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We have mentioned here only a few of the religious organizations 
which compete in American commerce and claim tax exemption on 
unrelated business income. The bar association’s comments indicate 
that there are a great many more. 

We believe that many non-Catholic organizations also make illegiti- 
mate claims in this area. We suggest a thorough investigation into 
commercial subsidiaries of the Mormon Church in Utah, and the bak- 
ing industry of the Trappist Monks. 

ncome-tax exemptions for nuns and chaplains: Our third illustra- 
tion of unintended benefits under the present operation of the Internal 
Revenue Code concerns the income-tax exemption granted by the In- 
ternal Revenue Service to members of religious orders who have taken 
an oath of poverty. Our particular concern in this connection is with 
nuns and religious-order chaplains who are on the public payroll. 
These nuns and chaplains take a portion of public revenue and turn 
it over to their religious orders, receiving an exemption on the pay- 
ment of all income taxes; that 1s mostly under section 61. 

We do not question the devotion or idealism of these ladies and gen- 
tlemen who make such sacrifices for their ecclesiastical organizations, 
But we do wish to point out that their exemption from the payment 
of personal income taxes is contrary to all law and precedent, a very 
special privilege granted in a very arbitrary way by an Internal Rev- 
enue Service which has never permitted the issue to reach an American 
court. Our organization has been protesting for years that this special 
type of privilege is inconsistent with equality in law enforcement, but 
we have received only polite and evasive replies repeating legal deci- 
sions which have no relevance. 

Unfortunately, because of the technical difficulties of instituting a 
taxpayer’s action to change the present practice, we have been unable 
to bring the Internal Revenue Service into court for a judicial deter- 
mination of the issues. Actually, I cannot conceive of how you could 
bring this case into court unless you could figure out some economic 
connection with a convent. 

Section 61 of the code, and many other sections, provide that gross 
income shall include all compensation for services, including fees, 
commissions, and similar items. The code has very strict wah clear 
provisions concerning the amount of gross income which may be de- 
ducted for charitable contributions. The law has no provision for 
total escape by turning over any person’s entire income to a charitable 
or religious organization. 

Under ordinary circumstances it is simply impossible for a person 
to earn money as compensation for services and yet not be liable for 
the income tax on that money. Even Mrs. Roosevelt, when she was in 
the White House, was finally directed by a revised tax regulation to 
pay income taxes on the proceeds of her radio broadcasts, although she 

ad generously donated the entire amount to charity without receiving 
a penny for herself. 

The Supreme Court in the leading case of Lucas v. Earl (81 U. S. 
111) found, in the words of Justice Oliver Wendell Holmes, that the 
income tax cannot “be escaped by anticipatory arrangements and con- 
tracts, however skillfully devised to prevent the salary, when paid, 
from vesting even for a second in the man who earned it.” 

We hold that that ruling is being violated in the tax exemption of 
nuns and chaplains on the public payroll. 
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Protestant teachers in the mountains of Kentucky who conform 
to a denominational plan of poverty and turn over their paychecks 
to the United Presbyterian Church are compelled to pay Federal in- 
come taxes on the entire salaries received. The Federal Government 
has treated them not as agents of their church but as individual work- 
ers receiving compensation. 

We are particularly concerned with the Catholic nuns who are on 
public-school payrolls in 12 States as public-school teachers, probably 
about 2,000; and with the 300 to 400 Catholic chaplains who are mem- 
bers of religious orders and who serve the Armed Forces. 

These two classes of persons are allowed very special treatment by 
the Internal Revenue Service, although no statute has ever decreed 
that they should be exempt from the operation of the code. There is 
absolutely no statute covering that exemption. The issue has never 
reached the United States Supreme Court. 

The Internal Revenue Service nominally bases its present policy of 
exemption on an old OD, office decision, No. 119 of 1919, and a Tax 
Court decision of 1949, Z. F. Ratterman and Claribel Ratterman v. 
Commissioner of Internal Revenue (177 Fed. 2d 204). This opinion 
was confirmed by a short decision in the United States Court of 
Appeals. 

Neither the OD No. 119 nor the Ratterman case supply any real 
authority for exempting nuns who are serving as public-school teachers 
from an income tax on their salaries. The Ratterman case is not re- 
sponsive or applicable to the circumstances in which a nun receives 
public compensation for her services rendered, or for that matter, to 
chaplains. It was a case in which a father who had made a gift to a 
Jesuit son was allowed to list the gift as a donation to religious charity, 
since the son turned the money over to his religious order. The son, 
in that case, was considered the agent of the Jesuit order in receiving 
the funds. 

Relying on this old decision, the Internal Revenue Service has 
repeatedly declared in letters addressed to our organization that mem- 
bers of religious orders, even when they are serving as public-school 
teachers, “are considered agents of the order they represent.” ‘This, 
of course, is only in cases where they have taken an oath of poverty. 

It isclearly unconstitutional for any public-school system to pay any 
member of a religious order as an agent of that order. A school system 
which made such a payment would be establishing religion within the 
meaning of the first amendment. Either a Catholic nun is hired as an 
individual American citizen in a public school, or her employment is 
illegal. And if she is employed as an individual American citizen for 
compensation, her earnings are subject to the Federal income tax. 
There can be no escaping the horns of this dilemma. 

In actual practice, some branch offices of the Internal Revenue Serv- 
ice disguise the special privilege which they are granting to nuns on 
the public payroll by collecting the tax and then refunding it later. 

In a recent suit in Kentucky in the case of Wooley v. Spalding, 
Sister Mary Romauld, a Catholic nun and principal of the public 
St. Charles High School, of Marion County, Ky., testified on Decem- 
ber 13, 1954, as follows: 

Question. Sister, you understand, do you not, that the superintendent in 


issuing your salary check each month deducts the Federal income tax? 
Answer. Yes. 
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Question. Tell the court whether the amounts deducted from the Sisters’ 
salaries are in any manner refunded back to the Sisters or to your church in 
any manner? 

Answer. They are refunded back to some extent to the Sisters, not to the 
church * * * 

Question. Do all the refunds that have been deducted over the year come back 
in one check payable to the Ursuline Sisters, or is a check made to each Sister? 

Answer. A check is made to each Sister 

Question. Then each Sister endorses the check of the Federal income-tax 
refund and sends it down to headquarters in Davies County? 

Answer. That’s right. 

Generally, the checks made by public-school authorities to nun 
teachers on their payrolls are made out to the individual nuns, and 
they endorse over those checks to their religious orders. By all normal 
legal reasoning the compensation so paid. comes to rest, even if very 
briefly, in the hands of the individual nun. At that moment the 
money should be considered taxable. At present the Federal Govern- 
ment is losing upwards of $500 for each nun teaching in the public 
schools in the United States because of this extralegal exemption. 
The estimate of $500 is based upon the average wages paid to public- 
school teachers in the United States, with the assumption that the 
nuns, being single, do not have dependents. 

Of course the nun would have the right to make charity deduction, 
too. But probably the average nun teaching in a public school gets 
above the average teacher’s salary, because the nun stays on the pay- 
roll longer than the aver age teacher, who is apt to marry. 

We do not believe that the present Government policy of exempt- 
ing members of religious orders on the public payroll from income 
taxes is consistent w ith the American tradition of separation of church 
and State. It is, in effect, class legislation for the benefit of one 
church. By extending special exemption to nuns and chaplains on 
the public payroll, the Government actually grants large sums of 
money to one church. No other church receives this treatment since 
no other church has any considerable number of religious order mem- 
bers who take the oath of poverty. The particular kind of or ganized 
and formal ecclesiastical poverty exemplified by the religious orders 
is singled out from all other types of poverty and gr anted this special 
status. 

While acknowledging the worthy motives of those who take the 
oath of poverty ina religious order, we wish to point out that there 
are other types of w orthy_ poverty involved in the service of Christian 
and non-Christian individuals, particularly those who raise families 
and educate them, and in the process make tremendous sacrifices. 

The present practice of the Internal Revenue Service grants a most 
favored status to unmarried men and women who never undertake tlie 

responsibilities of raising a family. They are given permanent eco- 
nomic security by their ecclesiastical orders. From the point of view 
of broad social policy, we wonder whether a special reward to the 
unmarried at the expense of the general taxpayer 1s logical and socially 
sound. Many nations in Europe impose a special tax on bachelor- 
hood, not a reward. 

The present policy of our Government in dealing with the members 
of religious orders is exactly the reverse. A Presbyterian chaplain 
with four children who consigns nearly all his pay to his family, and 
lives very frugally on the balance, must pay an income tax on the 
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whole. His particular type of poverty is not granted any special 
privilege. Buta Jesuit chaplain who consigns a portion of his income 
to his church is not required to pay taxes on any portion. 

For the time being we are not raising here any question of policy 
concerning the exemption of members of religious orders who serve 
their own ecclesiastical institutions. They, of course, receive very 
little money. Our criticism is confined to those members of religious 
orders who are serving for compensation on the public payrolls in 
this country. 

We believe that when they accept compensation from any Govern- 
ment organization they become agents of the community and not 
agents of their church. As such they are taxable, and they should be 
treated like all those other American taxpayers who are permitted 
only a small percentage deduction for charity in their income-tax 
returns, 

Mr. Mitxs. Does that complete your statement ? 

Mr. BLansHarp. Yes. 

Mr. Mitus. Are there any questions? 

If not, we thank you, Mr. Blanshard, for your appearance and the 
information you have given the committee. 

Mr. Biransnarp. Thank you, gentlemen. 

Mr. Muus. The next witness is Rey. James M. Hutchinson. 

Reverend Hutchinson, if you will, give your name and address and 
the purpose of your appearance for the benefit of the record. 


STATEMENT OF REV. JAMES M. HUTCHINSON, FLUSHING, N. Y. 


Reverend Hurcuinson. My name is James M. Hutchinson and I 
am a resident of the community of Flushing in the Borough of Queens 
in the city of New York. 

I am appearing as a representative of the committee on church and 
state of the American Humanist Association, Yellow Springs, Ohio, 
to discuss in brief and in general terms what seem to us to be unin- 
tended benefits and hardships under our tax laws as now written, 
interpreted, and administered. 

If these matters were merely those of interpretation and enforce- 
ment, we might feel confident that they could be handled by compe 
tent persons on these governmental levels. However, in cases where 
institutions of religion are concerned, the slightest favoritism or 
unequal treatment always poses the question of unwarranted connec- 
tion between church and state. 

Although some of us might feel as a matter of principle that tax 
exemption of any kind for religious institutions is a sort of multiple 
establishment, I think that in the present situation we are perfectly 
willing to accept exemption as a matter of practice. The important 
question here is not exemption or no exemption, but that the laws 
be enforced with rigid equality upon all churches and religious insti- 
tutions. Where they are not strictly enforced and interpreted, there 
is apt to flow from government a type of financial support to religion, 
even though it may be indirect. This, it would seem to us, is abhor 
rent to the concept of strict separation of church and state to which 
the vast majority of American citizens give their allegiance. 
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In matters of taxation our Government should be completely neutral 
toward religion and religions, and its attitude should be straightfor- 
wardly secular. 

In particular, there are what seem to us to be unintended benefits 
to religious institutions or churches in the following areas: 

1. Tax exemption for churches on unrelated business income, e. g., 
the Brothers of the Christian Schools, Napa, Calif., who manufacture 
brandy and wines under national license No. 399; 

2. The giving to religious orders special donor exemption under 
section 170; an 

3. The granting to nuns and chaplains, who have sworn themselves 
to poverty, exemption from personal income taxes even where they are 
on the public payroll. 

We are certain that there are millions of dollars which are going 
to the benefit of religious organizations when they really belong in the 
coffers of the tax collector. 

If these above are interpreted as unintended benefits, then those 
religious institutions which do not fall under the strict designation 
of “church” are suffering from unintended hardships. Where re- 
ligious institutions serve the same fundamental purposes, they should 
be treated alike and not discriminated against because of the policy 
under which they operate. 

Many Protestant and Jewish religious institutions which operate 
under congregational polity may be put to a disadvantage in the tax 
structure just because of the type of organization under which they 
operate, not being technically classed as churches. 

On the other hand, the religious institutions which operate under 
the aegis of the Roman Catholic Church can with ease, it seems, be 
interpreted as part of a church so that they may gain by tax exemption. 

I might point out in this connection that a recent decision of the 
District of Columbia court makes it mandatory that the Washington 
Ethical Society, not being a “church,” pay taxes. At the same time 
the Government allows brandy making to masquerade as a church 
activity. 

Now we as citizens do not expect our legislators, our administra- 
tors, or our judges to be experts in the field of theology. We do 
expect them, however, to be able to see the distinction between mat- 
ters which are spiritual and matters which are spirituous. 

Whenever there are unintended benefits or hardships in the text, 
interpretation, or administration of the present tax code, we are cer- 
tain that they are not necessarily or consciously deliberate. They 
may very well be due to inertia, and according to that simple physical 
law, they will move in the same direction until compelled by some 
ea force to change; this committee, we hope, will be that force for 
change. 

We realize, furthermore, that no one is particularly interested in 
offending large and powerful churches, but the overwhelming im- 
portance of the first amendment question of separation of church 
and state should take precedence over the demand for tact or the 
fear of unpopularity. 

The people, and there are some 70 million non-church-members 
in this country, a few of whom the American Humanist Association 
tries to represent, should not be expected to pay an indirect subsidy 
to religion as the price of governmental timidity in the tax field. 
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Most of us have small enough incomes with which to be equal, but 
we appreciate and expect the Government to tax equally whether it 
be on our personal income or on the religious institutions in our 
American society. 

Mr. Mitts. Does that complete your statement, sir ? 

Reverend Hurcutnson. It does. 

Mr. Miius. Are there any questions? 

If not, we thank you, Mr. Hutchinson, for your appearance and 
the information you have given the committee. 

The committee will stand adjounred until 2:30 this afternoon, at 
which time we will have an executive session for just a few minutes, 
and the hearing will resume tomorrow morning at 10 o’clock. 

(Whereupon, at 12:55 p. m., the subcommittee recessed, to recon- 
vene at 10 a. m., Tuesday, November 20, 1956.) 
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CODE 


TUESDAY, NOVEMBER 20, 1956 


House or REPRESENTATIVES, 
SuBCOMMITTEE ON INTERNAL REVENUE ‘TAXATION 
OF THE CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to notice, in the hearing 
room of the Committee on Ways and Means, House Office Building, 
Hon. Wilbur D. Mills (chairman of the subcommittee) presiding. 

Mr. Mitxs. The subcommittee will come to order, please. 

The first witness this morning is Mr. Wallace M. Jensen. Mr. 
Jensen, will you please come forward? Will you identify yourself 
for the record, please, and the members of your committee who are 
with you at the table? 


STATEMENTS OF WALLACE M. JENSEN, GENERAL CHAIRMAN OF 
THE COMMITTEE ON FEDERAL TAXATION OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS; ACCOMPANIED BY MATTHEW F. 
BLAKE, THOMAS J. GRAVES, BENJAMIN GRUND, AND LESLIE 
MILLS, SUBCOMMITTEE CHAIRMEN OF THE INSTITUTE 


Mr. Jensen. Thank you, Mr. Chairman. My name is Wallace M. 
Jensen, of Detroit, Mich. I appear as general chairman of the com- 
mittee on Federal taxation of the American Institute of Accountants, 
the national organization of certified public accountants with a mem- 
bership of over 28,000. Iam accompanied by subcommittee chairmen 
Matthew F. Blake, Thomas J. Graves, Benjamin Grund, and Leslie 
Mills. 

We appreciate the opportunity to discuss the technical amendments 
bill of 1957 as set forth in Subcommittee Print No. 1, and the list of 
substantive unintended benefits and hardships, which was released on 
November 7, 1956. It is gratifying to know that the subcommittee is 
studying these problems. While the Internal Revenue Code of 1954 
made many needed improvements, experience has disclosed some im- 
perfections, uncertainties, and unintended consequences which was 
inevitable in view of the magnitude of the revisions. 

Anticipating the need for such a study, our committee has con- 
tinued to review the tax laws and during the past summer we adopted 
262 recommendations for amendments to the Internal Revenue Code. 
These recommendations were submitted to the Joint Committee on 
Internal Revenue Taxation on October 1, 1956. With your permission 
a copy of those recommendations is submitted as a part of this state- 
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ment and I will refer to certain of those recommendations by number 
from time to time. 

Since submitting those recommendations on October 1, 1956, our 
committee has been enlarged and reorganized. The time which has 
elapsed since the release of the Subcommittee Print No. 1 and the list 
of unintended benefits and hardships has not been sufficient for our 
new committee to meet and consider some of the subjects raised therein. 
However, a number of the items were anticipated in our recommenda- 
tions and my testimony today must of necessity be confined to those 
items on which our committee has expressed its views. We do intend, 
however, to hold a meeting of our committee later this month and to 
study carefully all of the remaining items so that we may supplement 
this testimony by giving the subcommittee the benefit of our comments 
at a later date. 

SUBCOMMITTEE PRINT No. 1 


TECHNICAL AMENDMENTS BILL OF 1957 AND FURTHER PROVISIONS 
FOR TECHNICAL AMENDMENTS BILL OF 1957, PART 2 OF NOVEM- 
BER 7, 1956, LIST 


Subcommittee Print No. 1 of the technical amendments bill of 1957 
contains 52 highly technical amendments which are described as pro- 
posal to correct technical and clerical errors and ambiguities in the 1954 
Code. We have comments on 16 of the 52 sections at this time. 

Part 2 of the November 7, 1956, list contains 5 further provisions 
for the technical amendments bills, but these are submitted as sugges- 
tions which have not yet been put into the form of legislative amend- 
ments. We have comments on 4 of the 5 suggestions. 

Because of the highly technical nature of these proposals I do not 
want to take the time at this hearing to discuss the 20 items in detail. 
Accordingly, our detailed comments are submitted as exhibit A of this 
statement. 

I do want to discuss one of the proposed amendments which is ex- 
tremely important, namely section 47, which would amend section 
6511 of the code. The subcommittee is to be commended for proposing 
to correct this unintended inequity by adopting our recommendation 
No, 254. We believe that an example will show the pressing need for 
this amendment. 

For example, many corporations obtained extensions of time for 
filing their 1954 returns in order to have the benefit of as many regu- 
lations as possible covering new and uncertain provisions of the 1954 
Code. Take the 1954 calendar year return of a corporation which was 
due on March 15, 1955, and for which maximum extensions of time 
to September 15, 1955, within which to file the return were obtained. 

Even though the return was filed without penalty on September 15, 
1955, the corporation was required to pay one-half of its estimated 
tax liability on March 15, 1955, and the remaining one-half on 
June 15, 1955. Most corporations made these full payments in order 
to avoid a 6 percent interest charge on any underestimate. Now, 
under this example here is the inequity : : 

(a) Under section 6501 the Government has until September 15, 
1958, to assess a deficiency in tax for 1954. 

(b) The taxpayer corporation, on the other hand, has only until 
March 15, 1958, to file a claim for refund of tax paid for 1954. 
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We believe that this inequitable difference was unintended and 
should be corrected. The present provisions could be described as 
comparable to a one-way street in favor of the Government. The 
rate) may be even more accentuated where it becomes necessary 
for the Commissioner to obtain an agreement extending the statute 
of limitations as provided in section 6501 (c) (4) in order to permit 
the orderly completion of his examination of the 1954 return. If such 
an agreement were executed after March 15, 1958, and before Sep- 
tember 15, 1958, it would give the Government even more time to 
assess a deficiency but would not reopen the right of the taxpayer to 
file a claim for refund. 

Accordingly, we strongly recommend that section 47 of the tech 
nical amendments bill be adopted and be made retroactive to the 
effective date of the 1954 Code. 


LIST OF SUBSTANTIVE UNINTENDED BENEFITS AND THIARDSHIPS 


We commend the subcommittee for releasing the list of substantiv: 
unintended benefits and hardships prepared by the staffs of the Joint 
Committee on Internal Revenue Taxation and the Treasury D epart 
ment, dated November 7, 1956. The list describes 28 problems and 
solutions are suggested for many of them. We believe that it ts 
proper to expose these problems to public comment and criticism to 
the extent that a fair solution may be reached in these areas. 

Some of these items represent loopholes that we had commented 
upon in the recommendations submitted on October 1, 1956. My 
comments today, therefore, will be restricted to 10 of the 28 items, 
being those items which our committee has had an opportunity to 
consider. 


Problem No. 4. Transfers of installment obligations to controlled 
insurance companies 

Our committee has not considered the specific problem of a transfer 
of an installment obligation to a life-insurance company, and, there- 
fore, we have no comment on that specific problem. We have, how- 
ever, studied the problem of transfers of installment obligations 
generally and we are puzzled by the reference in the explanatory 
report to the possibility of a tax-free exchange in the manner provided 
in section 351 (a). 

We were under the impression that such a transfer would be taxable 
and accordingly our recommendation No. 163 proposes that a transfer 
of installment obligations in a tax-free exchange, such as an original 
incorpor ation and reorganizations which are not covered by section 
381 (c) (8), should not be treated as a taxable disposition of the in- 
stallment obligation. Transfers in certain corporate reorganizations 
are exempted, and we see no reason why these additional transfers 
could not be exempted. 

Although it is not brought out in problem No. 4, there seems to be 
another unintended benefit created in section 453 (d). I refer to 
our recommendation No. 90 wherein we point out that where one 
corporation buys the stock of another corporation and then liquidates 
it under section 334 (b) (2), the purchasing corporation gets a 
stepped-up basis for an installment obligation held by the corporation 
which is acquired without the realization of taxable income by that 
corporation. 
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Our recommendation No. 90 also points out several other unintended 
benefits which may result in a section 334 (b) (2) liquidation. 


Problem No. 5. Use of intercorporate dividends received credit in 
connection with purchases and sales of stock around dividend 
dates 

Three problems are presented by the staffs in this area. The first 
problem, relating to the purchase of stock just before a dividend date 
in order to obtain the dividends received credit and the sale of the 
stock immediately thereafter, was pointed out by us as recommenda- 
tion No. 4 in our recommendations on income taxes in respect to 
H. R. 8300 filed with the Senate Finance Committee on April 19, 1954. 
At that time the 1954 Code was in the formative stage, and our recom- 
mendation was submitted for consideration by the Senate Finance 
Committee. When it was not acted upon by Congress, we did not 
press it further, particularly since some of our members felt rather 
strongly that the risk of market fluctuations was sufficient to offset 
any resulting benefit. The problem is somewhat comparable to our 
recommendation No. 215 which points out how a capital loss can be 
converted to an ordinary deduction by selling stocks short just before 
the ex-dividend date and covering the sale just after the ex-dividend 
date. In that case we pointed out that a 30-day holding period might 
be required and if the stock was held for less than 30 days the short 
divide nd should be applied against the capital gain. 

The second problem raised by the staffs was anticipated by us and 
is covered by our recommendation No. 2 wherein we recommend that 
short dividends should be offset against long dividends on the same 
security in figuring the dividend credit. This would eliminate the 
existing loophole and tax reduction from being both long and short 
at that same time, and should apply to individuals as well as to 
corporations. 

The third problem raised by the staffs is the suggestion that a require- 
ment for holding preferred stock might be extended to 90 days if 
the dividends had accrued for more than 1 year. We have no com- 
ment on that point pending further study by our committee. 


Problem No.6. Transactions in regulated investment-company shares 
around time of distributing capital-gain dividends 

We recognized this problem by pointing out in our recommendation 
No. 211 that a short-term gain could be made long term by buying 
stock in regulated investment companies just before the ex- dividend 
date and selling just afterward. We suggested as a remedy that 
where the investment is held less than 30 “days the long-term-gain 
dividend and the short-term loss should be offset against each other. 
The staffs’ report, however, contains no suggestion as to holding 
period. If it is intended that the holding period should be 6 months, 
we believe that that is too long as it would create other inequities. 


Problem No. 7. Use of short sales to postpone recognition of capital 
Tan. 

In this problem it is pointed out that it is possible for a taxpayer 
to use the short-sale method to terminate his risk in the stock market 
and still postpone for an extended period of time any realization of 

capital gain. Here, again, we recognized the pro oblem in our recom- 
mendation No. 214 that a short sale made at the time that there is a 
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corresponding long position should always be regarded as a liquida- 
tion of the long position. 

We note that the Treasury suggests that the subcommittee consider 
denying the “unreasonable postponement” of capital-gains tax. We 
are puzzled by what is meant by “unreasonable postponement” as this 
merely raises the possibility of permitting a loophole if a transaction 
is timed properly and not permitting it in other cases. 


Problem No. 8. Improvements on property subject to renewable leases 


Although we have not considered the specific proposal discussed by 
the staffs in problem No. 8, our committee has given a great deal of 
consideration to the question of depreciation of leasehold improve- 
ments. In our recommendation No. 25 we propose that leasehold 
improvements should be depreciable (and thereby become eligible for 
the accelerated methods of depreciation) regardless of whether the 
estimated useful life is longer or shorter than the term of the lease. 

We made that recommendation with full knowledge that the pro- 
posed regulations in section 1.162-11 (b) (1) continued the provisions 
which have existed for many years to the effect that where there is a 
possibility that the lease may be renewed the matter of spreading 
such costs over the term of the original lease together with the renewal 
periods depends upon the facts in the particular case. In other words, 
we have been under the impression that the regulations and case prece- 
dent were sufficient to cover the problem raised by the staffs in prob- 
lem No. 8, including the matter of related interest and common con- 
trol. 

We are puzzled by the staffs’ suggestion in the case of related in- 
terests that where the lease is not renewed any unrecovered cost might 
be available for recovery “by the property owner through deprecia- 
tion.” The problem of depreciation or amortization of leasehold 
improvements has been one of timing only, namely, when is the 
deduction allowable? Does the staffs’ position mean that if the lease 
is not renewed and cost has not been fully recovered, the deduction 
will be shifted from the lessee to the lessor? If so, any alleged benefit 
in the timing of the deduction would then shift to a newly created 
inequity as to who is entitled to the deduction. It seems to us that 
this would cause more hardship than would be cured by the proposal. 

In any event, if this provision were to be adopted it should apply 
only to leasehold improvements made after date of enactment rather 
than to deductions taken after that date for improvements made in 
reliance on the present statutory provisions. 


Problem No. 16. Multiple trusts 


Here again our committee recognized the problem involved in the 
use of multiple trusts in making our recommendation No. 182, wherein 
we suggested that the $2,000 exemption in section 665 dealing with 
the throwback rules should be eliminated. While this suggestion 
would not completely solve the problem of multiple trusts, 1t would 
reduce the potential tax benefits. 

We also suggested in our recommendation No. 187 that where a 
series of trusts is created by 1 grantor for 1 beneficiary which ter- 
minate within 4 years of one another, the date of termination of 
each such trust should be determined to be the termination date of 
the trust which terminates last. The 4-year period suggested there 
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would be consistent with the period already adopted by Congress in 


section 665 (b) (3) (B). 
Problem No.18. Detached coupon bonds 


In our recommendation No. 213 we suggested that gain on the sale 
of bonds should be treated as ordinary income to the extent of any 
discount attributable to any interest coupons missing at the time of 
purchase. We are pleased to note the suggested solution to problem 
No. 18 is to adopt our proposal. As enacted, section 1232 (c) in effect 
said that it was all right to have a small loophole limited to 12 months’ 
interest, but a large loophole for any longer interest period was to be 
prohibited. We can see no justification for drawing the line at 12 
months or anywhere else. 

Consideration of section 1232 brings up an unintended hardship 
which is not mentioned in the staffs’ report. I refer to our recom- 
mendation No. 212, wherein we suggest that it should be made cleat 
that an installment obligation arising from the sale of property is 
not (as to the seller) an evidence of indebtedness subject to the original 
issue discount provisions. 


Problem No. 19. Amortization of premiums on bonds with call dates 


As we indicated in discussing the previous item, our committee can 
see no justification for approving a small loophole while, at the same 
time, prohibiting an identical lar, ge loophole. The 3-year call provi- 
sion in section 171 (b) merely sets up another arbitrary criterion. 
The proposal by the staffs would adopt our recommendation No. 35, 
wherein we suggest that the premium should be amortized from date 
of acquisition of the bond to date of maturity. In the event that the 
bond is called before maturity, then the unamortized premium should 
be allowed as an ordinary deduction in that year. 

If this proposal were adopted, it would also clear the loophole pres- 
ently existing where a taxpayer makes a contribution of a premium 
bond with an early call date with respect to which he has already been 
entitled to rapid deduction of the premium. We called that to your 
attention in our recommendation No. 31, but we note that this problem 
has not been dealt with in the list of 28 problems. 


Problem No. 20. Discount bonds 


This problem and the suggested solution is another one of the items 
that we called to the attention of the Senate Finance Committee during 
its consideration of H. R. 8300. I refer to our recommendation No. 

183 filed with the Senate Finance Committee on April 19, 1954. Here 
again when Congress did not adopt the suggested solution in the 1954 
Code we ceased to press the item. Therefore, we are not prepared to 
give you our current thinking in this area. 

However, if the solution suggested by the staffs were to adopted, 
what would be done in the case of tax-free bonds? I refer to our 
recommendation No. 34 where we suggest that the converse of the 
premium on tax-free bonds, which is required to be amortized, should 
apply to a discount. At present a capital-gains tax can be levied on 
what is really part of tax-free interest. This should be taken into 
account in any solution of problem No. 20. 


Problem No. 28. “Prohibited transactions” of exempt organizations 


The proposal here is not clear but it would seem to adopt our 
recommendation No. 168 insofar as corporations are concerned. Since 
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the investment in preferred or common stock of the employer by a trust 
is permitted and it is indicated that purchases of debentures should 
be permitted, we believe that the purchase of unsecured debt obliga- 
tions of the employer should also be extended to sole proprietorships 
and partnerships who are employers. It seems to us that an unsecured 
debt obligation which is good enough for a bank loan should be good 
enough for a loan from the exempt organization. 


EFFECTIVE DATES 


If any of the suggested problems are to be solved by legislative 
enactment, the effective date of each provision must be e arefully con- 
sidered. It is noted throughout the staffs’ report that it is suggested 
that any change be made effective with respect to transactions occur- 
ring after the date of the report. While it is true that in some cases 
Congress has made a provision effective on the date that one of the 
tax-writing committees announced its decision with respect to the pro- 
vision, we know of no situation where a provision has been made 
effective as of the date of which a loophole was pointed out and a 
cure was first suggested. Such a procedure can only create inequities. 


OTHER TECHNICAL ERRORS, AMBIGUITIES, UNINTENDED BENEFITS, AND 
UNINTENDED HARDSHIPS 


The subcommittee has indicated its willingness to consider other 
technical errors, ambiguities, unintended benefits, and unintended 
hardships which we might desire to draw to your attention. We have 
many others and these are included in the 262 recommendations filed 
on October 1, 1956. In reviewing the list of 28 problems proposed in 
the report of the staffs, we noted that 27 of the suggestions deal with 
the closing of loopholes and would result in increasing tax liability 
of the taxpayers concerned. Only one of the suggestions would operate 
to liberalize the statute. There are many other unintended hardships 
and inequities which should be corrected in favor of the taxpayers. 
Our 262 recommendations cut both ways in that some would tighten 
the statute and others would liberalize it. The subcommittee has an- 
sion that it is engaged in separate studies covering Subchapter 

(‘—Corporate Distributions and Adjustments, Subchapter J—Estates, 
Trusts, Beneficiaries, and Decedents, and Subchapter K—Partners and 
Partnerships. There are many inequities in these provisions and our 
262 recommendations include 96 which are applicable to subchapter 
C and 22 which are applicable to subchapters J and K. We urge that 
all of these be given careful consideration. 

Without attempting to enumerate all of the 262 recommendations 
vhich deal with inequities and which have not been previously dis- 
cussed, I would like to call your attention to just a few of them. 

Recommendation No. 161 points out that, in accordance with the 
direction in the Senate Finance Committee report covering the repeal 
of sections 452 and 462, specified expense reserves should be allowed 
as deductions and specified items of prepaid income should be per- 
mitted to be deferred, with due regard to the transitional problems. 
The repeal of these sections created many inequities of which the fol- 
One, are typical: 

A taxpayer may have accepted a substantial prepayment of 
re an income at the time of execution of a lease, relying upon the 
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right granted by section 452 to spread that income over a period 
of years. Retroactive repeal of section 452 has created extreme 
hi rds ship in this situation. 

With respect to the accrual of vacation pay, the Internal 
puis Service revoked its rulings after the enactment of section 
462. As a result of the subsequent repeal of section 462, many 
taxpayers would have lost the right to deduct vacation pay for 1 
year were it not for the temporary y postponements of the effective 
date of the revocation of the rulings. 

Accordingly, we believe that prompt action to reinstate sections 452 
and 462 on a modified basis is both necessary and urgent. 

Here is another example of an inequity. Suppose an individual 
who operates a business as a sole proprietorship purchases some new 
machinery at a cost of $20,000. Assume the machinery has an esti- 
mated useful life of 10 years. If he elects the double-declining-balance 
method of depreciation he would be entitled to a depreciation deduc- 
tion of $4,000 for the first full year and $3,200 the second year. But 
suppose he decides to incorporate his business after the first year. He 
can transfer the machinery to his new corporation in exchange for 
100 percent of its capital stock in a tax-free exchange and the corpora- 
tion takes over the same cost for the machinery. But under present 
law the corporation loses the right to the declining-balance method of 
depreciation. Instead of a $3,200 deduction in the second year, the 
corporation is limited to $1,778 computed on the straight-line method. 
Our recommendation No. 27 suggests that under these circumstances 
the suecessor should be permitted to use the transferor’s depreciation 
methods. 

Also, take the situation of an estate which during the period of 
administration makes no distribution except to tr ansfer the personal 
residence, personal effects, or personal automobile to the members of 
the family as a partial distribution of the residue. Following the rule 
that any distribution must come first out of income, the proposed reg- 
ulations construe the statute as meaning that the family member must 
pay tax on the equivalent amount of income of the estate to the extent 
of the value of the personal residence or personal effects distributed 
to him. Our recommendation No. 180 suggests that this situation be 
corrected. 

And finally the code provides that the date of mailing all docu- 
ments should be treated as the date of filing with one “exception; 
namely, the tax return itself. Our rec ommendation No. 262 suggests 
that the date of mailing of the return should also be treated as the 
date of filing. It is recognized that on March 15 or April 15, when 
the Internal Revenue Service has its peak loads, a return mailed on 
the date due has invariably been accepted as timely filed even though 
received by the Director after the due date. However, t taxpayers on 
a fiscal year who file their returns at other times during the year 
have no assurance of being so favorably treated and must. mail their 
returns in time to reach the Director by the due date. This creates 
a hardship on some taxpayers, depending upon their remoteness from 
a Director’s office. 


CONCLUSION 
As previously stated, we have not commented upon all of the items 


included in the technical bill nor in the list of unintended benefits and 
hardships. We shall study these provisions and supplement this tes- 


heteoke <e 


Saeed 


lad oat wi hice ia 


ARR 


ci ale ASAT Or 


wiht 


<a MN AMIN IO 


Cor 


O 


1 
] 
( 
{ 


LE ER tae ARH Sh LS me ll 


ela Tennent aren ver la rewnt i 


ac de 


MOAI MNES | ois 





TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 09 


timony by furnishing our comments to the subcommittee and to your 
staff's 1f you would like to have them. 

As heretofore we will be glad to hold ourselves available for in- 
formal sessions with your technical experts to any extent that we can 
be of assistance. 

The American Institute of Accountants is grateful to you for this 
opportunity to be heard. 

We ask leave to have exhibit A containing our detailed comments 
on the technical amendments bill of 1957, and also a copy of our recom- 
ee dated October 1, 1956, filed as a part of this record. 

. Mitts. Without objection, both documents will be included as a 
fe of yet statement in the record. 

(The documents are as follows :) 


Exnipir A 
STATEMENT OF WALLACE M. JENSEN, AMERICAN INSTITUTE OF ACCOUNTANTS 


This exhibit A contains our comments with respect to 16 of the 52 sections 
shown in Subcommittee Print No. 1 of the technical amendments bill of 1957, 
and 4 of the 5 suggestions contained in part 2 of the November 7, 1956, list 


referred to as further provisions for technical amendments bill of 1957 
SUBCOMMITTEE PRINT NO. 1, TECHNICAL AMENDMENTS ACT OF 1957 


The subcommittee is to be commended for proposing section 47 to correct a 
serious unintended inequity by adopting our recommendation No. 254. We believe 
that it is of utmost importance that the period of limitation on filing a claim for 
refund should not run against the taxpayer prior to the time that the period 
on assessment runs against the Government. We also strongly recommend that 
this section be adopted and be made retroactive to the effective date of the 
1954 Code. That is necessary in order to insure expeditious administration. 

We endorse section 3 (a) which accomplishes the purpose of our recommenda- 
tion No. 11 to make clear that the spouse of a taxpayer cannot also be treated as a 
dependent. Our committee has made no study of section 3 (b) and we have 
no comment thereon. 

We approve of section 5 insofar as it goes but there are many other in- 
equities in the bad-debt area which should be recognized. We urge you to 
consider our recommendation No. 21 to the effect that all losses from debts 
originating in a transaction entered into for profit should be treated as business 
bad debts rather than as nonbusiness bad debts. We also urge you to consider 
our recommendations Nos. 22 and 23 which deal with this area. 

Section 6 deals with a most complicated situation and is intended to eliminate 
any possibility of a double allowance for a charitable contribution through the 
interrelationship of the net operating loss carryover and the charitable deduc- 
tion carryover for corporations. While we are in agreement with the principle 
that no double deduction should be allowed, we have not been able to determine 
where, under the present statutory provisions, a double deduction is permitted. 
We have no objection to a clarification if it is considered necessary. Section 
6 goes even further, however, and liberalizes the contributions deduction in 
that, where there is a loss carryover, the contributions deduction for the suc- 
ceeding years would be measured by net income before deduction of the loss 

earryover. While this liberalization is not clearly brought out in the explanation 
of the bill, we see no reason to object to this change inasmuch as the principle 
is similar to that covered by our recommendation No. 32 relating to individuals. 

Section 7, relating to the computation of the net operating loss deduction for 

taxable years beginning in 1953 and ending in 1954, proposes a very much needed 
change and adopts our recommendation No. 39. We are concerned, however, 
that no action has been taken with respect to our recommendation No. 38 which 
deals with the discrimination that exists between fiscal-year taxpayers and cal- 
endar-year taxpayers where a net operating loss is carried back from a 1954 tay 
able year to a taxable year subject to the 1939 Code. It seems to us that tech- 
nical amendments in this area are also necessary. 
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Section 8, relating to medical, dental, etc., expenses in the case of decedents, 
covers a desirable correction. It seems to us that the identical correction should 
also be made with respect to section 165 (c) (3), as set forth in our rec- 
ommendation No. 17. We also suggest that the inequity in the deduction of 
expenses of the last illness of the decedent be taken care of along the lines 
of our recommendation No. 45. In our opinion, the expenses of the last ill- 
ness should be deductible for both income and estate-tax purposes just as if 
the amount had been paid by the decedent. There seems to be no reason why 
the person who paid for his illness just before he died should get a better tax 
break than the one whose illness was paid for by his estate after his death. 

In the case of employee stock options, section 10 contains a clarification of 
the definitions of parent and subsidiary corporations. However, it does not go 
far enough. As stated in our recommendation No. 157, the statute does not 
cover a situation where the subsidiary is created after the granting of the 
stock option. In that case if the employee is shifted to the new subsidiary, he 
loses the benefit of the option. 

We approve section 12 (a) which is intended to prevent any double deduction 
of charitable contributions for the purpose of computing the tax on improperly 
accumulated surplus. As previously stated, we approve the principle that no 
double deduction should be permitted and apparently clarification is needed in 
this situation. As for section 12 (b), the statute seems to be reasonably clear 
although we have no objection to further clarification if that is desirable. 

We concur in sections 13 and 15 which seem to be desirable clarifications. 
However, it seems to us that if a personal holding company has made contribu- 
tions in excess of the maximum amount which may be taken into account in de- 
termining the undistributed personal holding company income for the year, it 
is inequitable not to allow the corporation to have the benefit of the contribu- 
tion carryover for such excess, subject. of course, to the usual limitations in 
the sneceeding year when the excess might otherwise be usable. 

Sections 14 and 17 both deal with the computation of undistributed personal 
holding company income, and both adopt our recommendation No. 37. Obviously 
we endorse those provisions. 

Section 19, relating to losses of banks from sales or exchanges of evidences 
of indebtedness, adopts our recommendation No. 172 and is endorsed by us as 
necessary to correct an inadvertent error in the code. 

Section 26 deals with a very complicated situation relating to short sales in 
the case of dealers in securities. Our committee has not yet considered this 
specific problem but in view of the other decisions reached by the committee in 
the area of short sales we would expect no objection within the committee. 
liowever, this seems to be a substantive change as evidenced by the proposal that 
it be made effective with respect to short sales made after October 24, 1956, the 
date of release of the subcommittee print No.1. If so, the effective date should 
be reconsidered and the change made effective only after notice is given to tax- 
payers of a committee decision to change the statute. 

Section 32 relates to the computation of tax where the taxpayer restores an 
amount received under a claim of right and makes it clear beyond doubt that a 
taxpayer is not to receive a double benefit as a result of such restoration. We 
approve the proposed amendment but we believe that it does not go far enough. 
We urge that you consider our recommendation No. 224, which suggests that the 
law also be clarified with respect to the restoration of an amount which had been 
received and had entered into the computation of gain or loss on the sale or 
exchange of property in an earlier year. It is our belief that clarification in 
this area is equally necessary. 

Section 45 accomplishes a most desirable purpose insofar as it goes in dealing 
with the request for prompt assessment of tax. However, we urge you to consider 
our recommendation No. 253 for the reason that we believe that where a prompt 
assessment is requested the limitation period should also be cut in half with 
respect to the omission of 25 percent of gross income and the failure to file the 
personal holding company information schedule. 


FURTHER PROVISIONS FOR TECHNICAL AMENDMENTS BILL OF 1957, PART II, OF 
NOVEMBER 7, 1956, LIST 


We approve the proposals in items Nos. 3 and 5 of the additional provisions 
for the technical amendments bill of 1957. Both of these seem to be necessary 
technical corrections of inequities and should be retroactively adopted. 

As for item No. 2, dealing with downward adjustment to basis for certain 
recognized losses, we subscribe to the principle that no double benefit should be 
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received. We would like to have time to study this problem further before 
expressing our opinion. 

Item No. 4 deals with adjustments required by changes in method of account- 
ing. We realize that there is a great deal of confusion with respect to the mean- 
ing and the application of section 481, and you will note that we have made two 
recommendations, Nos. 165 and 166, that deal with this section. Our committee 
has delayed making any further recommendations until regulations have been 
made available. At any rate, pending further study of these problems, we are 
inclined to question whether any change should be made retroactive. 





RECOMMENDATIONS FOR AMENDMENTS TO THE INTERNAL REVENUE 
CODE SUBMITTED TO THE JOINT COMMITTEE ON INTERNAL REV- 
ENUE TAXATION, OCTOBER 1, 1956 


or 


Committee on Federal Taxation, American Institute of Accountants, 270 Madison 
Avenue, New York 16, N. Y. 


AMERICAN INSTITUTE OF ACCOUNTANTS 
INCORPORATED UNDER THE LAWS OF THE DISTRICT OF COLUMBIA 


THE NATIONAL ORGANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS, 
COMMITTEE ON FEDERAL TAXATION, 
New York 16, N. Y., September 28, 1956. 
JoInT COMMITTEE ON INTERNAL REVENUE TAXATION, 
United States Congress, Washington, D. C. 

GENTLEMEN : The committee on Federal taxation of the American Institute of 
Accountants has continued its study of the current tax law. The committee 
here submits recommendations for revision in the law. 

The Internal Revenue Code of 1954 effected many needed improvements. At 
the same time, the magnitude of the revisions made it inevitable that imperfec- 
tions, uncertainties, and unintended consequences would be brought to light by 
subsequent experience. Those are the areas dealt with in the accompanying 
recommendations. 

Our recommendations embrace broad problems as well as those limited in 
scope. In respect to the former, we particularly direct your atteution to the 
following: (1) The need for legislation to bring accounting for tax purposes into 
closer conformity with accounting for general financial purposes, such as was the 
objective of sections 452 and 462 of the 1954 Code as originally enacted (recom- 
mendation No. 161); (2) A plan to compute individual income taxes on the 
basis of average income (recommendation No. 6); (3) Permitting closely held 
corporations the option to be taxed as partnerships (recommendation No. 225). 

There are many fundamental problems which can be solved only by the type 
of review wherein the underlying philosophy of many significant provisions is 
reexamined. Included in the broad areas on which the committee feels such ex- 
ploration is needed are the treatment of capital gains and losses, gains and losses 
on the disposition of business property, contributions in kind, personal deductions, 
fringe benefits, tax-exempt income and tax-exempt organizations, and numerous 
other “special’”’ provisions. 

Since 1946, the American Institute of Accountants has urged the creation of a 
nonpartisan commission composed of representatives of the legislative and 
executive branches of Government, and representatives of consumers, labor, 
farmers, business, lawyers, and certified public accountants. The committee 
reasserts its view that such a study should be made. It perceives the need to be 
creater now than ever because of the size of the revenues involved. Further- 
more, public confidence must be sustained in the basic integrity of our tax struc- 
ture. To accomplish that, a good hard look is needed to see what can be done 
about the increasing complexity of our tax law, and the numerous special pro- 
visions and inequities. We hope such a study will be sponsored by the Congress. 

Respectfully submitted, 
J.S. SEIDMAN, 
General Chairman, Committee on Federal Taration. 
WALLACE M. JENSEN, 
Chairman, Subcommittee on Current Tax Legislation. 
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RECOMMENDATIONS FOR AMENDMENTS TO THE INTERNAL REVENUE CODE 


1. Section 31 (a) (2): Taxpayers on a fiscal year basis should be permitted to 
claim credit for the actual withholdings made by their employers during that 
taxpayer's fiscal year. As the law now stands, a taxpayer on a fiscal year 
ending June 30, 1956, does not get credit for the withholdings in the first half of 
the calendar year until his subsequent taxable year. 

2. Section 34: Short dividends should be offset against long dividends on the 
same security in figuring the dividend credit to eliminate the existing loophole 
and tax reduction from being long and short at the same time. This should also 
apply to section 243. 

3. Section 34 (b) (2): For purposes of the limitation, taxable income should 
include capital gains even where the alternative tax is used. 

4. Section 387 (c) (1): Persons under 65 years of age, who receive pensions 
from private or industrial retirement systems, should be permitted the retire- 
ment income credit just as persons retired under a public retirement system. 

5. Section 37 (g): In computing earned income of partners and individuals 
in business, reference is made to section 911 (b), which in turn refers to 30 
percent of the profits. The meaning of the term profits should be clarified. It 
might mean all taxable income, or income from certain classified sources, or all 
earnings and profits. 

6. Section 61: Averaging of income for individuals should be permitted along 
the lines of plans previously submitted by the institute (hearings before the 
Committee on Ways and Means, House of Representatives, 88d Cong., 1st sess., 
on 40 topics pertaining to the general revision of the Internal Revenue Code, 
p. 595), or along the lines of H. R. 7837 (84th Cong.). 

7. Section 61: Expenses of moving for the convenience of the employer when 
paid or reimbursed by the employer should not be included in the employee’s gross 
income for either new or old employees. 

8. Section 61 (a) (18): Since a partner is required to include in income his 
gross distributive share of partnership income, provision should be made among 
the sections for deductions for the deduction of his distributive share of partner- 
ship deductions. 

%. Section 62 (2) (D): This provision, relating to trade or business expenses, 
should apply to all outside representatives of an employer rather than just 
salesmen. 

10. Section 151 (e) (1) (A): The elimination of the $600 gross income test 
in the case of certain children as dependents should be expanded to cover all de- 
pendents, as long as the other tests of the law are met. In any event, a person, 
otherwise a dependent, who is 65 years of age or over and whose gross income 
is less than $1,200, should qualify as a dependent. 

11. Section 152 (a) (9): It should be made clear in the statute that the spouse 
of a taxpayer cannot be treated as a dependent. 

12. Section 161: The code should affirmatively provide for the amortization of 
bond issue costs, license costs, franchise costs, and other intangibles. 

13. Section 164 (d) : Apportionment should apply to any property taxes which 
are prorated in the terms of sale. 

14. Section 164 (d) : The apportionment of taxes should apply not only to sales 
but also to other dispositions, such as exchanges. 

15. Section 164 (d): This provision should be extended to apply to successive 
sales of the same property during the real property tax year. 

16. Section 164 (d): This provision should be extended to cover taxes paid or 
accrued prior to a sale in respect to a real property tax year subsequent to the 
sale. 

17. Section 165 (c) (3): A taxpayer should not be forced to make an election 
on the treatment of casualty losses at the time of filing the estate tax return. 
There should be a free election to deduct such losses for either estate or income 
tax purposes (but not both), and the taxpayer should have the right to make a 
change in election at any time during the statutory period. 

18. Section 165 (e): The loss should be allowed in either the year of theft or 
the year of discovery at the election of the taxpayer. Otherwise, the taxpayer 
may, as a result of the theft, have no taxable income in the year of discovery, 
and might even be insolvent at the time. 

19. Section 165 (g) (1): It should be made clear that the deduction for worth- 
lessness is independent of the possible workings of section 267 where the securi- 
ties involved are those of a related taxpayer. (This correspondingly applies to 
section 106 (d) (1) (B).) 
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20. Section 165 (g) (3): The percentage of ownership test should be reduced to 
SO percent to conform with the consolidated return affiliated group requirement. 

21. Section 166 (d): The code should define business bad debts to include all 
losses from debts originating in a transaction entered into for profit. 

22. Section 166 (d) (2): The transferee of a business-acquired debt should be 
able to treat the debt as a business debt, regardless of the business circumstances 
of his own acquisition. 

23. Section 166 (f): The difference between a bad debt to the lender and to 
a guarantor should be eliminated. 

24. Section 167: Purchased goodwill which has a demonstrable useful life 
should be amortizable. 

25. Section 167: Leasehold improvements should be depreciable regardless of 
whether the estimated useful life is longer or shorter than the term of the lease. 

26. Section 167: It should be made clear that the correction of a factor in the 
depreciation computation is not a change in method requiring permission. 

27. Section 167 (c): Where there is a continuation of the transferor’s basis 
the successor should be permitted to use the transferor’s depreciation methods. 

28. Section 167 (c) (2): The original user requirement should be eliminated 
(except where property is acquired after Dec. 31, 1953, from a related taxpayer 
which acquired the property prior to that date). 

29. Section 167 (g): The last sentence should give priority to the provisions 
of the will, just as the preceding sentence does for the provisions of a trust. 
Otherwise, one person may be left depreciable property but all the estate’s 
beneficiaries will be participating in the deduction. 

30. Section 170: A gift to charity of property subject to a liability in excess of 
its basis should give rise to taxable gain to the extent of such excess. 

31. Section 170: Where a taxpayer purchases a premium bond with an 
early call date, he would be entitled to a rapid deduction of the premium. If 
the taxpayer then contributes the bond to a charitable organization, there 
would be a deduction of the full fair market value of the bond. No double de- 
duction of the premium should be allowed. 

32. Section 170 (b) (1): Individuals should be allowed a carryover of excess 
charitable contributions. In the alternative, the contribution deduction should 
not be limited by a net operating loss carryover. 

33. Section 170 (c) (5): Payments to an exempt cemetery company by a lot 
owner for perpetual care should not qualify as a deductible contribution. 

34. Section 171: The converse of the premium on tax-free bonds should apply 
to a discount. A taxpayer should be permitted to increase his basis by a pro- 
ration of the discount to maturity. At present a capital gains tax can be levied 
on what is really part of tax-free interest. 

35. Section 171 (b) : The 3-year call provision merely sets up another arbitrary 
criterion and does not deal effectively with the loophole. The premium should, 
in the first instance, be amortizable from date of acquisition of the bond to 
date of maturity. In the event of an actual call before maturity, the unamor- 
tized premium should be allowed as a deduction in that year. 

36. Section 172 (b) (2): Where a company liquidates, the right of carryback 
should be to the 2-year period prior to the commencement of liquidation regardless 
of how long the period of liquidation takes. Otherwise, from a practical stand- 
point, after the second year of liquidation, the net losses have no offset. 

37. Sections 172 (d) (6), 246 (b) (2), and 545 (b) (4): In computing undis- 
tributed personal holding company income the deduction under section 246 (b) for 
dividends received should not apply in making the net operating loss adjustment 
under section 545 (b) (14). 

38. Section 172 (e) : Discrimination exists between a fiscal year taxpayer and a 
calendar year taxpayer in the mechanics involved in the carryback computations 
where a dividends-received credit was utilized by the taxpayer in the preceding 
years to which a net operating loss is carried back. For example, a taxpayer, hav- 
ing a fiscal year ending June 30, 1954, would be permitted to carry back to the see- 
ond preceding taxable year only one-half of the net operating loss during fiscal 
1954. However, in carrying back this one-half of the net operating loss to the fiscal 
vear ending June 30, 1952, the amount of the carryback would be reduce:! by the 
entire dividends-received credit claimed in 1952. In order to correct this inequity, 
a pro rata reduction should be made in all adjustments which are offset against 
the fiscal year carryback. 

39. Section 172 (f): The pro rata application of the 1939 Code and the 1954 
Code applies to a taxable year beginning in 1953 and ending in 1954 only if a net 
operating loss is sustained in such year. But the code does not prescribe treat- 
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ment for such fiscal year if it shows a net income which is affected by a loss 
carryover or carryback. In such a case the amount of the net operating loss to 
be used should be based on a similar pro rata computation. 

40. Section 174 (b) (1): The parenthetical material relating to benefits from 
research should be eliminated. There may never be benefits realized from the 
research, and establishing time or extent of abandonment may be impossible. 

41. Section 175 (c) (1) : The cost of planting trees to combat the effects of 
erosion should qualify as an expenditure for soil and water conservation. 

42. Section 212: It should be made clear that expenditures in connection with 
preliminary investigations of businesses or investment opportunities, in order to 
determine whether an investment should or should not be made, would be de- 
ductible under section 212. 

43. Section 212: Employees should be allowed to deduct (either as incurred or 
over a period of amortization) expenses which are directly related to the securing 
of specific employment. 

44. Section 213 (b): The separate limitation on medicine and drug costs 
should be eliminated. It sets up a difficult allocation and computation problem 
that is hardly worth while for the amounts involved. 

45. Section 213 (d) (2): The limitation on the deduction of expenses of the 
last illness should be removed. The expenses of the last illness should be 
deductible for both income and estate tax purposes just as if the amount had 
been paid by the decedent. 

46. Section 214 (b) (2) (A): A joint return should not be necessary and the 
restriction should not apply if the hushand and wife are in fact separated hy 
agreement, or if the husband is a nonresident alien. 

47. Section 243: The deduction for intercorporate dividends should be 100 
percent. 

48. Section 248: Since in the case of dealers in securities stocks are part of 
their inventory, no dividend deduction or credit should be allowed except for 
dividends on stock held for investment account. 

49. Section 246 (b): The limitation on the deduction for dividends received 
equal to 85 percent of taxable income should be eliminated. In any event, the 
interaction of this section and section 172 creates an awkward “notch” situation 
in which $1 of deductions can make a tremendous difference in the amount of 
tax. This should be removed. 

50. Section 248 (a): The deduction for organizational expenditures should be 
required rather than elective. 

51. Section 248 (b): The deduction for organizational expenses should be 
expanded to include organization (including stock dividends, stock splits, ete.), 
registration and stock listing costs. 

52. Section 267 (a) (2) (A): If the amount accrued is not paid within 214 
months after the close of the year of accrual, the deduction should nevertheless 
be allowed if the related party reports the item as income either in the year of 
accrual or the succeeding year. 

53. Section 267 (b) (9): The code should define what is meant by control of 
a charitable organization. The approach in section 508 (c) might provide a 
guide. 

54. Sections 269, 382: Deficits of acquired corporations should be eliminated 
(just as carryovers are) since deficits could be used to make tax-free distribu- 
tions out of subsequent profits. 

55. Section 301: Gain recognized under section 455 (d) upon the distribution 
of installment obligations to a corporate distributee should be taken into account 
as an increase in basis in sections 301 (b) (1) (B) (ii) and 301 (d) (2) (B). 

56. Section 301 (b) (1) (B): When a foreign corporation makes a distribution 
in kind to a domestic corporation, the amount of the distribution should be the 
fair market value of the property, rather than the lower of the basis to the 
distributor or fair market value. 

57. Sections 302 and 306: The problem of vanishing basis should be dealt 
with in the statute along the following lines: 

(1) Where the proceeds of stock which is sold or redeemed are taxed 
as ordinary income, the allocation of basis to other stock held by the tax- 
payer, if any, should be clearly provided. 

(2) Where the transaction results in ordinary income because of the 
attribution rules of section 318, there should be allocation of the 
among the persons whose stock is attributed to the taxpayer. 

(3) Any basis not so allocated should be allowed as a capital or ordinary 
loss as circumstances warrant. 


basis 
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(4) Any allocation of basis which affects taxable income should be recog- 
nized without regard to limitations of time for adjusting tax 

58. Section 302 (b) (2): If a transaction comes under both section 302 (b) (2) 
and section 302 (b) (8), section 302 (b) (2) should prevail. 

59. Section 302 (b (2): The rule on disproportionate redemptions should be 
buttressed by measuring the effect of planned reacquisitions within the next 
» years. 

60. Section 302 (b) (2) (D): If a series of redemptions can be deemed to 
result in a distribution which is not substantially disproportionate, it conversely 
should be true that a series of redemptions that results in a substantially dis 
proportionate redemption should give the status of disproportion to each redemp- 
tion in the series even though a particular redemption may be proportionate 
This, a planned disproportionate redemption should be possible through a series 
of redemptions. 

61. Section 302 (b) (2) (D): To police the provision, there should be an 
affirmative requirement for reporting subsequent redemptions. 

62. Section 302 (b) (2) (D): A fixed number of years to the series should be 
involved so that there will be some point of time when both the taxpayer and 
the Government will know that the matter is at an end. 

63. Section 302 (b) (2) (D): For the Government's protection, an extension 
of the statute of limitations is necessary for purposes of this section only. 

64. Section 302 (b) (3): If a redemption in complete termination of a share- 
holder’s interest includes preferred stock dividend arrearages, any gain on the 
redemption should be taxed as a dividend to the extent of such preferred stock 
dividend arrearages or the gain realized, whichever is lower. Any excess gain 
should be taxed as gain from the sale or exchange of property. 

65. Section 302 (b) (3): An estate should come within the provisions of 
the complete termination of interest rule in respect to redemptions that are 
mandatory under contracts entered into prior to enactment of the 1954 code. 

66. Section 302 (c) (2): The acquisition of an interest within 10 years from 
the date of distribution should not apply to an interest in a successor corpora- 
tion unless at the time of the intervening reorganization the stockholders of the 
original corporation acquired 50 percent or more of the stock of the successor 
corporation. 

67. Section 302 (c) (2) (A): If, during the 10-year period provided by this 
section, the taxpayer should acquire an interest in the corporation, the statute 
is left open for assessment since the full amount of the earlier distribution 
will then become taxable as a dividend. A similar opening of the statute should 
be provided to allow a claim for refund, based upon the basis of the stock 
redeemed in the distribution which is subsequently treated as a dividend. 

68. Section 302 (c) (2) (A): An interest in a pension fund should be specifi- 
cally excluded, just as is done in the last sentence of section 318 (a) (2) (B). 

69. Section 304: This provision should cover the acquisition by a parent of 
minority stock of a subsidiary held individually by the controlling stockholders 
of the parent. 

70. Section 306 (a): A disposition should not be deemed to take place when 
securities are pledged unless pledged without recourse. The disposition takes 
place only at the time the securities are in fact used to pay the debt or to cancel 
the debt. However, page 242 of the Senate Finance Committee report on H. R. 
S300 states that a disposition will be deemed to exist when securities are 
pledged. 

71. Section 306 (a) (1): The amount treated as ordinary income on a disposi- 
tion of section 306 stock which is not a redemption should also be made subject 
to the dividends-received credit or dedygs?@n. 

72. Section 306 (a) (1) (A) (ii): The difference between a sale and a re 
demption in measuring the amount of income reportable upon the disposition 
of section 306 stock should be eliminated by making reference in each case to 
the earnings and profits at the time of such disposition. 

73. Section 306 (b) (1): The requirement that everything be sold at one 
time is not practicable. Provisions should be made for a series of sales within 
a limited period of time pursuant to a plan of which the Commissioner is notified 
in the first return affected. 

74. Section 306 (b) (1) (A) (iii): The family attribution rule should apply 
just as it does in section 306 (b) (1) (B). 

75. Section 307: Where the rights are acquired upon stock that is purchased 
and immediately sold ex-rights, and where no allocation of basis is required, 
the taxpayer secures an immediate short-term loss deduction on the stock and 
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has available a no-basis position for the rights which makes possible subsequent 
long-term gain. In order to prevent abuse of this possibility, the no-allocation- 
of-basis rule should be conditioned upon a 30-day holding period of the stock. 

76. Section 311 (c): In a distribution which involves liabilities in excess of 
basis and where the liabilities are not assumed by the transferee, there should 
be no difference in the result if a company distributes the assets or simply per- 
mits foreclosure. At the present, with an asset basis of 875 and a value of $150 
but with a mortgage indebtednes of $200, attaching only to the property, a dis- 
tribution would result in a $75 gain, whereas a foreclosure would result in a 
$125 gain. To correct this difference, the last sentence in section 311 (c) shonld 
be eliminated. 

77. Section 312 (j): It is possible to circumvent the restrictions of section 
312 (j) where borrowing is made by a subsidiary which is then liquidated to the 
parent followed by a distribution of the excess money by the parent. There 
would be no section 312 (j) loan outstanding to the parent. In such circum- 
stances, the parent should inherit the status of the original borrower. 

78. Section 312 (j) (1): In determining the excess of a loan over the basis of 
the property constituting security, earlier distributions which were treated as 
taxable dividends by the operation of this provision should be applied to reduce 
the excess. In addition, the increase in earnings and profits from a gain on the 
disposition of the property securing the loan should be reduced by the amount 
of the earlier distributions which were treated as taxable dividends. Otherwise, 
in a series of distributions, amounts in the aggregate greater than the excess of 
the loan over basis will be treated as taxable distributions. 

79. Section 312 (j) (1) (A): This section should indicate its application in 
situations where less than 100 percent of the loan is guaranteed. 

80. Section 318 (a) (1): The definition of “the family” should be uniform for 
all purposes throughout the code. 

81. Section 318 (a) (1): It is unrealistic to attribute ownership to husband 
and wife separated by agreement. The theory of the alimony provision should 
be recognized here. 

82. Section 318 (a) (2): The difference between the constructive ownership 
rule for an estate and for a trust should be eliminated. At present actuarial 
valuations apply in the case of a trust but not an estate. 

83. Section 318 (a) (2): The limitation of the attribution rule through corpo- 
rations to cases where there is a 50-percent ownership of stock should be elimi- 
nated. As long as the 50-percent test remains, attribution of ownership from 
a beneficiary to a trust or estate, or from a partner to a partnership, should be 
limited to those cases where the beneficiary or partner has an interest of 50 
percent or more in the trust, estate, or partnership. 

84. Section 318 (a) (2) (B): Stock owned by the beneficiary of a trust should 
not be attributed to the trust, since the trust may inadvertently be disqualified 
from otherwise legitimate transactions. The trust may have no knowledge of 
the stock holdings of its beneficiaries and no control over them. 

85. Section 318 (a) (8): Convertible securities should be included along with 
options. 

86. Section 318 (a) (4): As in the case of the family attribution rules, there 
should be no doubling up for attribution through estates, trusts, partnerships, 
and corporations. 

87. Section 332 (ec) (2): This provision should be expanded to include in- 
debtedness created after the adoption of the plan. It should also be expanded 
to include indebtedness to outsiders. 

88. Section 333 (d): The requirement for filing an election 30 days after the 
adoption of the plan has proven very unfair. It is the only election that must 
be filed before income-tax time and there are many who are ignorant about it and 
therefore deprived of the use of this provision. The election should be filed at 
the time prescribed for filing the corporate return, without regard for extensions. 

89. Sections 333 (e), 333 (f): Only securities purchased after December 31, 
19538, and within the 2 years prior to liquidation should be included in deter- 
mining the amount taxable. 

90. Section 334 (b) (2): If the liquidation of a corporation meets the require- 
ments of section 334 (b) (2), the distributing corporation should be treated as 
follows: 

(1) The distribution of installment obligations should be treated as a 
disposition by the distributing corporation under section 453 (4d). 

(2) Income or loss should be realized by the distributing corporation if it 
is on the cash basis or completed contract method of accounting, measured 
by the difference between such method and the accrual method of accounting. 
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91. Section 334 (b) (2): There should be an affirmative provision that a 
merger is to be regarded the same as complete liquidation. 

92. Section 334 (b) (2): A material difference may result where there is a 
liquidation of a subsidiary which in turn has its own subsidiary. If the sub- 
subsidiary is first liquidated into th subsidiary which is in turn liquidated into 
the parent, a different result is reached from where the subsidiary is first liqui 
dated into the parent (transferring the stock of the sub-subsidiary to the parent) 
and then the sub-subsidiary is liquidated into the parent. This difference should 
be eliminated. 

98. Section 334 (b) (2): The 2-year period should begin on the earliest date 
on which the 80-percent acquisition requirement is satisfied. (See sec. 1.334 1 
(ce) (3) (ii) example (1) and section 1.334-1 (c) (4) (ii) of regulations. ) 

04. Section 334 (b) (2) (B): A previous option should be ignored in comput- 
ing compliance with the 80-percent purchase requirement where the enly reason 
for ownership attribution is the option. 

95. Section 334 (b) (3) (A): A tax-free exchange of stock for stock in a 
recapitalization qualifies as a purchase. In such a case the time of acquiring 
the new stock should be defined as the acquisition date of the original stock. 

96. Section 334 (c): While the language is consistent with section 113 (a) 
(18) of the 1939 Code, the statute should give effect to what has been accepted 
administratively about the need for increasing basis in respect to corporate lia- 
bilities taken over by the stockholder. 

97. Section 336: Gain or loss should be recognized to a corporation upon dis- 
tribution of property which represents unrealized income or deductions (such 
as acerued income and deductions to a cash basis taxpayer). Exception should 
be made only in an intercorporate liquidation under section 332 (a) where the 
parent takes over the property at the same basis as in the hands of the transferor. 

98. Section 337: These provisions will have the effect of forcing liquidations to 
extend beyond 12 months where losses are involved on the disposition of assets. 
The remedy is to make the application of this section elective. 

99. Section 337: Expenses applicable to unreported gains and losses in liquida- 
tions of corporations should be applied in determining such gains and losses and 
not allowed as ordinary deductions. 

100. Section 337 (a): Ona 12-month liquidation the liquidating corporation 
should be required to report as income the difference between its income reported 
on the cash basis, or completed contract method, and its income on the acerual 
basis. or, where there is a mortgage, the excess over basis, even though the 
assets are sold during the 12-month period. 

101. Section 337 (a): An extension of the statute of limitations is necessary 
because the 12-month period may extend to another taxable year. 

102. Section 337 (b) (2): The provision with respect to inventory is too restric- 
tive. Sales of inventory should not be taxed if the sales are in the normal course 
of liquidation. Replacements, or other new acquisitions, should not be permitted 
during liquidation. 

108. Section 337 (c) (1) (A): It should be made clear that the determination 
of collapsible status is made before sales in process of liquidation under section 
337 take place. 

104. Section 341: If a redemption meets the test of both section 302 and sec- 
tion 341, then section 341 should apply. 

105. Section 341 (a): The gain on the sale of collapsible corporation stock 
should be either all short-term eapital gain or all gain from the sale of an asset 
not a capital asset. There should be no difference based on a 6-month holding 
period. 

106. Sections 341 (a), 341 (d): To eliminate a loophole, convertible bonds and 
options to acquire stock should be treated as stock. 

107. Section 341 (b): The definition of section 341 assets should not be limited 
to purchase of unrealized receivables (sec. 341 (b) (1)), since those assets are 
not ordinarily purchased. 

108. Section 341 (b): A transfer of stock in a tax-free reorganization, where 
the former stockholders continue in control, and the sale of the new stock within 
the 3-year period referred to in section 341 (b) (3) should be treated as the sale 
of stock in a collapsible corporation if a sale of the old stock would have been 
so treated. 

109. Section 341 (b) (3): The definition of section 341 assets should explicitly 
include copyrights. This is the very thing that the collapsible corporation was 
originally designed to get at. 
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110. Section 341 (d) (2): The phrase “gain is attributable to the property” 
should be clarified. As the statute now reads, the corporation may be held a 
collapsible corporation even though the corporation has realized upon a substan- 
tial portion of the section 341 assets or expected income. In measuring the 
70 percent, such realization should be deemed not to be attributable to collapsible 
assets. 

111. Section 341 (d) (2): In order to prevent a circumvention of the 70 percent 
by transfer to the corporation of low-basis noncollapsible assets, the law should 
provide that for collapsible purposes assets should be figured at their value at 
the time they were transferred to the corporation. 

112. Section 341 (d) (8): The impact of section 341 can be avoided by a cash- 
basis taxpayer by providing that the sale price for the stock shall not be paid 
until 3 years after the manufacture of the collapsible assets. In such cases, there 
is a question as to whether the gain would be realized within the 3-year period. 
Time of realization of sales price should not be the criterion, but rather the time 
of sale. 

113. Section 346: The rules applicable to collapsible corporations should con- 
trol in partial liquidations and should take preference over section 346. 

114. Section 346 (b): A reasonable interval of time should be permitted to 
elapse between the sale of the assets of a trade or business and the distribution 
of the proceeds of the sale in partial liquidation to the shareholders. As pres- 
ently worded, the business sold must be conducted actively throughout the 5-year 
period immediately before the distribution. 

115. Section 346 (b) (1): This provision should also extend to the distribu- 
tion of the proceeds of sale of stock in a subsidiary where the subsidiary met 
the 5-year rule. 

116. Section 355: A split-up status should be recognized where one trade or 
business is split down the middle. 

117. Section 355 (a): Distributions to preferred-stock holders which include 
preferred-stock dividends should be treated as taxable dividends to the extent 
of the 2-vear rule of section 305 (b) (1). 

118. Section 355 (a) (3): Tax-free distribution of the stock of a newly created 
subsidiary should be allowed even though the transfer of property to the sub- 
sidiary results in realized gain because of the assumption of liabilities in excess 
of basis, provided the 5-year active business test is otherwise met. 

119. Section 355 (b): The requirements of section 355 (b) should not apply 
to a court-order distribution of stock and securities to shareholders in com- 
pliance with antitrust orders, ete. 

120. Section 355 (b): A separate trade or business should be defined to include 
the ownership and use of property, such as a plant, so as to qualify the stock of 
a controlled corporation (to which such property has been transferred) for 
distribution under section 355. 

121. Section 355 (b) (1) (B): The requirement that all assets be distributed 
is not practical. It should be substantially all, as in section 355 (b) (2) (A). 
Furthermore, assets retained to pay claims should be provided for, just as is done 
in the liquidation provisions. 

122. Section 356: Fair market value of property received should be reduced by 
liabilities assumed. Section 356 (a) and section 346 (b) should be made consis- 
tent with section 301. 

123. Section 356 (e): The rule of fair market value should be restricted to 
noncorporate distributees. Otherwise a corporate distributee would benefit by a 
stepped-up basis if low-cost high-value property is distributed by another cor- 
poration in redemption of section 306 stock. 

124. Section 357 (c): Where gain is realized by an exchange involving the 
assumption of a liability in excess of the basis of the property transferred, the 
character of the gain should be determined on the basis of the facts. Section 

1.357-2 (b) of the regulations requires arbitrary allocation of the gain in propor- 
tion to relative fair market value of the properties, without regard to the basis 
of each separate property (apparently based upon comments on p. 270 of Senate 
Finance Committee report). (This same point could also arise in sec. 311 (c).) 

125. Section 362 (c): Provision should be made to authorize extending the 
12-month limitation. 

126. Section 362 (c) (2): The reduction in basis should apply where property 
is acquired by a subsidiary instead of by the parent. 

127. Section 368 (a) (1) (B) and 368 (a) (1) (C): These rules should be 
modified to make it possible in a reorganization for a corporation also to acquire 
stock or properties in exchange for part its own stock and part its parent’s stock. 
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128. Section 368 (a) (1) (B): The issuance by the transferee of cash to avoid 
fractional shares, or the assumption by the transferee of reorganization expenses 
or transfer taxes should be affirmatively recognized as not impairing qualifica- 
tion as a type (LB) reorganization. 

129. Section 868 (a) (2) (B) (iii): For the purpose of the 80 percent rule 
the acquiring corporation should be required to acquire at least 80 percent of 
the value of the assets less liabilities of the other corporation solely for its voting 
stock. The assumption of liabilities should not be treated as the exchange of 
money or other property in addition to voting stock. 

130. Section 368 (a) (2) (C): In the case of the acquisition of stock of another 
corporation, qualifying under section 368 (a) (1) (B), the transfer of all or part 
of such stock to a controlled subsidiary should be permitted. 

131. Section 381: Inheritance should apply to divisive reorganizations where 
80 percent interest continues the same, or else, by using 2 transferees, the tax- 
payer can automatically break previous adverse elections. 

132. Section 381: Carryover of the items of the transferor corporation pro- 
vided in section 381 (c) (4) to (12), inclusive, should be required when assets 
are transferred by one corporation to another corporation in a section 351 trans- 
action. 

133. Section 381: Inheritance should include deductions for research, tax 
accruals, excess soil and water conservation and accelerated amortization; elec- 
tions on war loss recoveries and foreign tax credit; disallowed loss on family 
transactions and borrower's status for section 312 (j) windfall distributions. 

134. Section 381: On the inheritance of carryovers, the carryover should 
likewise apply to items that the predecessor would have had to report as income, 
and to the same classification of items as in the hands of the predecessor, and 
should not be restricted merely to deductions. For example, if a successor 
receives a property which in the hands of the predecessor was amortized under 
section 168, any gain on disposition by the successor should be subject to the 
provisions of section 1238. 

135. Section 381: It should be made clear that where the successor has an 
80 percent interest in the predecessor, the succession is to be figured at 100 per- 
cent and not 80 percent. 

136. Section 381: It should be made clear that inheritance applies to a series 
of successions. 

137. Section 381 (a) (2): A reorganization under section 371 should be spe- 
cifically included. If a section 371 reorganization also happens to come under 
section 368, it is not clear whether carryovers will be denied because the specific 
section involved is section 371. 

138. Section 381 (c) (1): Sections 269 and 382 should be specifically declared 
as exceptions. 

139. Section 381 (c) (1) (C): It should be made clear that the same rule 
applies where in the current year the distributing company has a loss and the 
acquiring company a profit. 

140. Section 381 (c) (1) (C): It should be made clear that the net loss adjust- 
ments that apply in prior years are to be computed for each company separately. 

141. Section 382: Both sections 269 and 382 should be handled as if the 
Kimbell-Diamond theory of purchase of assets applied, where the intent described 
in section 269 is present. 

142. Section 382: On net loss companies and carryovers, there should be the 
elimination not only of the carryforwards but also of the current year’s loss 
arising prior to acquisition. 

148. Section 382: Since the acquisition of stock in a reorganization is not a 
“purchase,” and also since the 20 percent provision applies only to asset acqui- 
sitions and not stock acquisitions, it is possible for a corporation to acquire the 
stock of a loss company in a reorganization and either build it up or later liqui- 
cate it. This result should not be permitted. 

144. Section 382 (a): There is duplication in computing whether there has 
been a 50 percent change, where the stockholders own stock in another cor- 
poration and that corporation acquires stock in the loss company during 2 sue- 
cessive years. Both the corporation and the stockholders are considered sep- 
arate persons, even though the corporation's holdings are imputed to the stock- 
holders. This should be eliminated. 

145. Section 382 (a) (1): The loss of the carryover should be restricted to 
losses which occurred before the change in stock ownership and the change in 
business. Because of the present wording in section 382 (a) (1) (A) (ii), if 
there was a change in ownership and a change in business at the beginning of a 
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taxable year and the changed business showed a net operating loss in that year, 
that net operating loss could be denied as a carryover to succeeding years. This 
result is not intended and is inequitable. 

146. Section 382 (a) (1) (C): It should be made clear that a mere change in 
location is not a change of business. The Senate Finance Committee report on 
H. R. 8300 (p. 285) makes the statement that such a change of location is a 
change of business. This is not realistic. 

147. Section 382 (b): It should be made clear that acquisitions are still gov- 
erned by the general provisions of section 269. At present if in a reorganization 
the continued interest is deliberately made slightly less than 20 percent, section 
269 would be automatically eliminated. 

148. Section 382 (b): The section should be clarified to specifically cover a 
bankruptey reorganization where common-stock holders are eliminated. Sec- 
tion 382 (b) prohibits carryovers in a section 371 reorganization, but it is 
doubtful if it was intended to prevent carryover of net operating losses because 
the taxpayer is bankrupt and permit a carryover where the successor is solvent 
and equity owners are 100 percent in control. 

149. Section 382 (c): The limitation to voting stock may create inequities 
and should be removed. For example, preferred stsock may be nonyoting at 
the beginning of the year and become voting at the end of the year by reason 
of default in dividends, or vice versa. Nonvoting preferred stock can be given 
voting privileges to get below the 50-percent criterion. Also, nonvoting pre- 
ferred stock may be convertible into voting stock. 

150. Section 401: Provision should be made for retirement income of self- 
employed people along the line of H. R. 9 and 10 (84th Cong.). 

151. Section 401: There should be a positive statement of the general rule gov- 
erning the treatment of deferred compensation. It should be provided that 
deferred compensation is deductible to the employer and taxable to the employee 
only at the time actually paid. 

152. Section 401: Deductibility for group life insurance should have the 
same rectrictions as to the “group” as in pension trusts. 

153. Section 404 (a) (1) (C): The 10-year stretchout of past service costs 
should not be lost on death or liquidation of the employer. 

154. Section 404 (a) (5): A deduction should be permitted for earlier contribu- 
tions to a nonqualified plan when formerly forfeitable right become nonforfetable. 

155. Section 421: In order to permit the qualification of plans involving closely 
held corporation— 

(1) a statutory formula for stock valuation should be provided, or 
(2) an election to adjust the option price upward retroactively in response 
toa determination of value should be permitted. 

156. Section 421 (a): A longer waiting period for exercise should be permitted 
where employment is terminated by retirement on pension. 

157. Section 421 (d) (2) and 421 (d) (38): The provision regarding sub- 
sidiaries should be extended to embrace subsidiaries created after the employ- 
ment. Otherwise, if an employee is shifted to the new subsidiary, he loses the 
benefit of the option. 

158. Section 421 (g) (1): The provision should be eliminated. The option 
beneficiaries being minority holders are not in a position to manipulate enhance- 
ment in value of their options. 

159. Section 442: Taxpayers should be permitted to change to any natural 
business year without permission, with the same restrictions now imposed on 
changes which, under the regulations, may be made without advance permission 
of the Commissioner. 

160. Section 448 (b) (2) (C): The elective feature of the tax computation on 
the change of annual accounting period should be eliminated. The rule should 
be absolute that the tax for the short period will always be the lowest of the 
various ways of computing it. 

161. Section 446: In accordance with the direction in the Senate Finance Com- 
mittee report on Public Law 74 (84th Cong.) (repeal of secs. 452 and 462 
specified expense reserves should be allowed as deductions and specified items of 
prepaid income should be permitted to be deferred, with due regard to the transi- 
tional problems. 

162. Section 453 (c) (2): The tax credit on a change credit to the installment 
basis should be computed on the basis of eliminating gross income attributable to 
collections of prior years’ fully reported sales and conrputing the tax on the bal- 
ance of taxable net income. 

163. Section 458 (d): This provision, dealing with dispositions of installment 
obligations, should not be deemed to apply to transfers such as incorporations 
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and reorganizations in which no gain or loss is recognized and which are not 
covered by section 381 (¢) (3). 

164. Section 461 (c): The word “real’should be deleted so that application of 
this provision as to accrual of taxes will be to all property taxes. 

165. Section 481 (a) (2): Adjustments for the period prior to January 1, 1954, 
should not be eliminated. 

166. Section 481 (b): Adjustments may be necessary which will have the effect 
of a substantial reduction in income. In this case, the reduction in tax for the 
current year should not be less than if the deduction were spread back just as 
now done with net increases under either section 481 (b) (1) or section 
481 (b) (2 

167. Section 482: Whenever this provision permitting the Secretary to ailocate 
income or deductions is applied, there should be the automatic right in the other 
party to the transaction to pick up the effect of the adjustment and the statute ot 
limitations should be deemed reopened for the purpose. 

168. Section 503 (c) (1): Since the purchase of preferred or common stock of 
the employer by a trust is permitted, the purchase of unsecured debt obligations 
of the employer should also be permitted. 

169. Section 5385 (b) (1): The same election in reference to the handling of 
taxes paid, as distinguished from taxes accrued, that is in section 545 (b) (1) 
should be made applicable to section 535 (b) (1). 

170. Section 535 (c) (2): Where the corporation meets the gross income re- 
quirement but not the stock ownership requirement of a personal holding com- 
pany, the $60,000 exemption for accumulation should not apply. 

171. Section 565 (c): Amounts which have previously been taxed as consent 
dividends should be treated as debts of the corporation. 

172. Section 582 (c): The requirement concerning interest coupons or regis- 
tered form should be eliminated, just as was done in sections 171 and 1282. 

173. Sections 615 (a), 615 (c): The maximum lifetime deduction should be 
$40,000. The present rule places a premium on maximum expenditure. 

174. Section 642 (ec): The charitable deduction of trusts or estates should be 
treated the same as a distribution for the purpose of determining the character 
of income from which the contribution stems. Section 663 (a) (2) provides by 
reference that the charitable deduction is not a distribution. Section 661 sets 
up rules for determining character of income for distributions only. 

175. Section 642 (g): The principle of disallowance of double deductions should 
be extended to cover offsets to sales proceeds (as distinguished from deductions) 
such as commissions on sale of securities or real property. 

176. Section 642 (h): The “separate shares” rule, as provided in section 663 
(c), should apply, in the case of a partial termination of an estate or trust, to 
terminated beneficiaries who have a percentage interest in the corpus. 

177. Section 642 (h): Where a dower right is an interest in a fractional share 
of an estate, it should be deemed to qualify under section 642 (h). 

178. Section 643 (a): Only the excess of corpus deductions over corpus income 
should be deductible in computing distributable net income. 

179. Sections 651, 661: It should be provided affirmatively that in the event of 
the death of a trust beneficiary prior to the close of the tax year of the trust, 
the effect is the same as under the partnership rules in the same circumstances. 
In other words, the estate should report the trust income to which the estate and 
the decedent became entitled (or in the case of a complex trust, had received) 
as measured at the close of the trust's year. 

180. Section 663 (a) (1): Court approved distributions paid out of corpus 
should not be treated as distributions of income. 

181. Section 663 (c): The separate shares rule should apply to estates as well 
as to trusts. 

182. Section 665: The $2,000 exemption should be eliminated. 

183. Section 665: Income of an estate earned or received after the close of 
the third taxable year of the estate should be subject to the throwback rule. 
This would discourage prolonging the termination of the estate for the purpose 
of benefiting from lower income-tax rates than the beneficiaries. 

184. Section 665: The throwback rule should not apply to income accumula- 
tions that are distributed to a third person by reason of the death of a minor 
for whom the income was accumulated. Under those circumstances, if the 
throwback rule would not have applied to the deceased first beneficiary, it should 
not, to that extent, apply to the successor. 

185. Sections 665 (a), 666: Where the trustee must distribute all income 
currently, may distribute corpus and has the power to allocate capital gains to 
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corpus or income, for purposes of the throwback rule, undistributed capital gains 
should be included in distributable net income in the year of retention. 

186. Section 666 (c): It should be made clear that every distribution should 
be deemed to carry with it a pro rata part of the actual tax paid by the trust so 
that when the trust has ultimately distributed all of its income for some particu- 
lar year in which there was an accumulation, all of the tax actually paid by the 
trust on distributable net income will be deemed distributed to and paid by the 
beneficiaries. 

187. Section 673 (a): Where a series of trusts is created by one grantor for 
one beneficiary which terminate within 4 years of one another the date of 
termination of each such trust should be determined to be the termination 
date of the trust which terminates last. This would be consistent with the 
4-year period provided by section 665 (b) (3) (B). 

188. Section 673 (b) : Section 673 should also apply where there is more than 
one designated beneficiary. 

189. Section 677: The grantor should be taxed only on income in fact used to 
pay insurance premiums and not on income that may be used. Otherwise, a 
grantor may be taxable on almost every trust. The court-approved rule limit- 
ing the amount to policies on the grantor’s life which are in existence during 
the taxable year and on which the trustees are authorized to pay premiums 
should be incorporated in the statute. 

190. Section 704 (d): The loss should be denied only if there is no reasonable 
prospect of the partner paying for his share of the loss. Otherwise, a loophole 
in flexibility of timing of the deduction and inequity can be created. As an 
alternative, the period until the return is required to be filed, including exten- 
sions, should be allowed for an additional capital contribution and qualification 
for a loss deduction. 

191. Section 796 (b) (1): A free choice of fiscal years should be permitted 
for new partnerships none of whose members is a partnership or a trust. 

192. Section 706 (c): On the death of a partner an election should be per- 
mitted to allocate the income or loss of the partnership during the year of 
death to both the deceased partner and to the successors in interest on the 
basis of the time before and after death. 

193. Section 706 (c): Where a partnership year closes with respect to a de- 
ceased partner because of an agreement to sell or exchange his interest upon 
death (buy-sell), it should be specifically provided that the sale, ete., is made 
by the estate or successor in interest so that no gain or loss would result to the 
deceased partner. 

194. Section 707 (b) (2): It should be the status of the property in the 
hands of the transferor immediately prior to the sale or exchange rather than 
the status in the hands of the transferee immediately after the transaction which 
controls, in order to aveid any advantage or disadvantage merely by a shift, 
such as from a dealer’s status to that of an investor. 

195. Section 752 (b), 751 (a): Section 751 (a) should be expanded to in- 
clude section 306 steck. Otherwise a loophole exists since if section 306 stock 
is placed in a partnership and the partnership interest is sold, a capital gain 
results. If the individual acquiring the partnership interest then liquidates 
the partnership, the section 306 stock will take on the new basis and will lose 
its character as section 306 stock. 

196. Section 734 (b): The right to the adjustment should be available where 
a partnership buys out the interest of an estate or where the partners buy out 
the estate with partnership money distributed to them. As it now stands, 
there would be little if any gain recognized to the estate because of the 
valuation of the partnership interest as of the date of death of the deceased 
partner. 

197. Section 752: Under accounting concepts a partner’s interest in a part- 
nership represents his interest in the net worth of that partnership. Fluctua- 
tions in the liabilities of the partnership should have no effect on the basis of 
the partners’ interests. 

198. Section 754: The election that is required by section 754 for the optional 
adjustment under section 743 should be made by only the particular partners 
affected, rather than by the partnership itself. 

199. Section 901: The foreign tax credit should be carried back and forward. 

200. Section 901: The statute of limitations should be extended to cover a 
change from a foreign tax credit to a deduction in order to allow for changes 
in the income of a particular year by reason of carrybacks from later years. 
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1. Section 902 (b) : Section 902 (b) should also apply to all subsidiaries and 
all sub-subsidiaries if there is an unbroken chain of 95 percent or greater owner- 
ship. 

202. Section 1014: The estate tax value of stock options, on death of the em- 
ployee, should be added to the cost basis of stock acquired upon exercise of the 
option. This will remove the discrimination between optionees who exercise 
options before death and those who did not exercise before death. 

203. Section 1014 (b) (9): It should be made clear that donees of donees are 
included. 

204. Section 1014 (b) (9): There is no justification for reducing the basis by 
prior depreciation when the deceased would have been allowed that same de- 
preciation and the estate tax basis would be allowed the beneficiary undimin- 
ished by that prior depreciation. 

205. Section 1091 (a): The wash-sale provision should apply to security trad- 
ers, whether or not incorporated. 

206. Section 1201: The alternative tax should not be in excess of 25 percent of 
the amount of the net taxable income. 

207. Section 1201: Where a capital gain is taxed at the alternative rate, the 
amount of such gain should not form a part of the income base upon which 
the various limitations of other items are calculated, except for the dividend 
credit or deduction. 

208. Section 1212: A 2-year carryback for capital losses should be allowed 
just as in the case of net operating losses. 

209. Section 1212: Long-term losses should not be given the advantage of being 
made short-term when carried over. 

210. Section 1221: The exclusion of accounts or notes receivable should be 
broadened to cover receivables from rentals and royalties, collection of which 
would give rise to ordinary income. 

211. Section 1222: A short-term gain can now be made long-term by buying 
stock in regulated investment companies just before the ex-dividend date and 
selling just afterward. The loss would be an offset to a short-term gain and 
what would be left is only the long-term-gain dividend. As a remedy, where the 
investment is held less than 30 days, the long-term-gain dividend and the short- 
term loss should be offset against each other. 

212. Section 1232: It should be made clear that an installment obligation 
arising from the sale of property on the installment basis is not (as to the seller) 
an evidence of indebtedness subject to the original issue discount provisions. 

215. Section 1232 (c): Gain on the sale of bonds should be ordinary income to 
the extent of any discount attributable to any interest coupons missing at the 
time of purchase. 

214. Section 1233: A short sale where there is a corresponding long position 
should always be regarded as a liquidation of the long position 

215. Section 1233: A capital loss can be converted to an ordinary deduction by 
selling stocks short just before the ex-dividend date, and covering the short sale 
just after the ex-dividend date for a short-term capital gain which can offset an 
existing long-term capital loss. Making good on the dividend on the short stock 
then gives an ordinary deduction. Asa remedy, where the short position is main- 
tained for less than 30 days. the short dividend should be applied against the 
capital gain on the transaction. 

216. Section 1237: It should be made clear that no inference of non-capital- 
asset status should attach to holdings of real property for less than 5 years. In 
any event, section 1237 should include corporations generally. 

217. Section 1237 (b) (1): The sale of the first five lots should be regarded as 
sales of capital assets, regardless of when the sale of the sixth lot takes place. 

218. Section 1238: The provisions relating to amortization in excess of depre- 
ciation should be made to apply to all facilities with respect to which 5-year 
amortization is taken, such as grain-storage facilities. 

219. Section 1301: The percentage limitation on deductions for contributions 
should not be affected by the working of the spreadback provisions. Otherwise, 
jlanning of charity giving is impeded and strange results develop in the year of 
collection and the years of backward allocation. 

220. Section 1312: The inconsistency provisions should be broadened to take 
care of inconsistency between income, gift, and estate taxes for the same item. 

221. Section 1313 (c): Partners and the spouse of the partner should be in- 
cluded in the concept of related taxpayers. At present, in a partnership be- 
tween a father and a married son, if the Government taxes everything to the 
father, who later wins his case, the Government can proceed against the son but 
not against the wife of the son. 
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22”. Section 1321: The rules for involuntary liquidation of LIFO inventories 
should be permanently extended to cover circumstances and conditions beyond 
the reasonable control of the taxpayer, such as strikes, fire, floods, etc., which 
prevent the acquisition of inventory, directly or indirectly. 

223. Section 1341: The claim of right rules should apply to a decedent’s es- 
tate or heirs if it would have been applicable to the decedent. 

224. Section 1341 (a) (5): An amount may have been received in an earlier 
year under claim of right which was not technically included in “gross in- 
come” but was included in the proceeds of a sale or exchange of property and 
entered into the calculation of gain or loss. Where the effect of a restoration 
is to convert what was earlier reported as a gain into.a loss (or a greater loss) 
inadequate relief is afforded since the full restoration was not included in gross 
income. In such a case, the adjustment under section 1341 (a) (5) should per- 
mit a recomputation in the year of the sale or exchange and other years prior 
to the restoration, as if the restoration had actually been made in the year of the 
sale or exchange. 

225. Section 1361: Closely held corporations should be granted the option 
to be taxed as partnerships, along the lines contained in the House version of 
H. R. 8300 (83d Cong.). 

226. Section 1361 (a): An organization which elects to be taxed as a cor- 
poration should not become subject to the penalties provided in section 6655 
for failure to make any payment of estimated tax prior to the time of making 
the election. 

227. Section 1361 (b) (8): Under Canadian law, a stockbroker must have a 
partner who is a Canadian citizen and a resident of Canada. This prevents 
American brokerage firms from even considering the exercise of the option to 
be taxed as corporations. This restriction should be eliminated. 

228. Section 1361 (d): The partners and the proprietor of an organization 
taxed as a corporation should be treated as employees for all purposes. 

229. Section 1361 (f) : The code should clearly state the effect of a termina- 
tion of the election to be taxed as a corporation. 


230. Section 1361 (f): Upon termination of the election to be taxed as a 
corporation, the partners or proprietor of the organization should not to that 
extent become subject to the penalties provided in section 6654 in respect to 
payment of estimated tax. 

251. Section 1361 (i) (8): It should be made clear that the first distributions 
will be deemed to be out of personal holding company income includible in 
the income of the proprietor of partners. 

232. Section 1361 (j) (1): The relationship of section 267 (a) (2) to this 
section should be made clear. 


233. Section 1501: The election should be made to apply to the taxable year 


atfected by a change in law, irrespective of the filing of a prior year’s return be- 
fore or after the date the change is effected or enacted. 

234. Section 2037: Where there is any reversionary interest, the value to be 
taxed should be the value of the reversionary interest and not the entire value. 

235. Section 2042 (2): The provision relating to a 5 percent reversionary 
interest in insurance should be limited to those situations where the taXpayer 
“retains” a reversionary interest (as in corresponding section 2037 (a) (2)) and 
not one that can arise through inheritance or operation of law. 

236. Section 2055: Charity deduction for estate taxes should be the same 
as for income taxes and include, among other charities, community funds and 
foundations. 

237. Section 2056: The marital deduction should be allowed where the wife 
gets a specific portion of all income, and not merely ail the income from a specific 
portion of the estate. 

238. Section 2056 (d): It should be possible to make a disclaimer of a portion 
of an interest. 

239. Section 3121 (a): The definition of wages for income tax and for so- 
cial security tax purposes should be the same. This arises particularly in con- 
nection with sick pay, meals and lodging furnished to employees, ete. 

240. Section 4301: A mere change in the state of incorporation should not in- 
volve a stamp tax. 

241. Section 6015: Provision should be made for quick refunds on estimates 
where in the early quarters of the year there is anticipated a very large income 
and at succeeding estimate dates a radical reduction in the 


estimate is in 
order. 
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242. Section 6016: There should be an affirmative provision that no declara- 
tion is required of any corporation if the amount of tax shown on its return 
for the previous taxable year did not exceed $100,000. 

243. Section 6046: This section, relating to filing of reports by advisers as 
to foreign corporations, should be eliminated, as experience has demonstrated its 
impracticability. At the very most the return should be required only if the 
formation or reorganization is consummated. 

244. Section 6071: Where a taxpayer reports on a 53-week period, social se- 
curity reports should be filed for the same period. 

245. Section 6071, 6152 (a) (3): Form 940 should be due April 15, and the full 
tax should be payable with the filing of the return. 

246. Section 6073: Declarations of estimated tax should be filed at the end of 
the month rather than the middle of the month. This correspondingly applies to 
section 6074. 

247. Section 6073 (c) : The prohibition against filing more than one amendment 
of a declaration in any interval between installment dates should be eliminated. 

248. Section 6081 (b): To be realistic, termination of extension time for filing 
returns should require a return by not less than 20 days from the termination 
notice. 

249. Section 6102: The right of taxpayers to disregard cents in tax computa- 
tions should also apply to supporting schedules. 

250. Section 6164 (a): Since net operating losses must now be carried back 
to the second preceding taxable year, the taxpayer should be allowed an extension 
for the payment of any additional taxes due for the second preceding year, and 
not merely the taxes of the first preceding year. 

251. Section 6405 (a): Review of refunds by the joint committee should be 
based upon the amount of refund for each year and without interest. 

252. Sectiton 6501 (b) (3): The statute of limitations should run for a fixed 
number of years if no return was filed by a taxpayer because there was reason 
to believe, in good faith, that the taxpayer was an exempt organization. 

253. Section 6501 (d), 6501 (e) : Where a prompt assessment is requested, the 
limitation period in the case of omission of 25 percent of gross income should also 
be cut in half. 

254. Section 6511: The period of limitation on filing a claim for refund should 
not run against the taxpayer prior to the time that the period on assessment runs 
against the Government. To accomplish this: 

(1) Section 6511 (a) should include the time for which an extension was 
granted. 
(2) Section 6513 (a) and (b) should take into account an extension of 
time for filing. 
It is most important that this change be retroactive to the effective date of the 
1954 Code. 

255. Section 6654: The amounts for failure to pay adequate estimated tax 
called “additions” should be called “interest”? and thereby become deductible. 
(This correspondingly applies to section 6655.) 

256. Section 6654: The addition to the tax should not apply to a taxable year 
if the taxpayer dies during such taxable year or during the first 15 days of the 
succeeding taxable year, even though a joint return is filed for the deceased 
taxpayer and his surviving spouse. 

257. Section 6654 (b): Since the penalty is always computed by reference to 
the 70 percent of the actual tax shown on the return of the current year, $1 
underpayment in an estimate that is based on last year’s tax, or last year’s 
income, can bring about a substantial penalty. This should be corrected. The 
penalty should be based on the deficiency calculated with reference to the most 
favorable safety zone. 

258. Section 6654 (d) (2): A taxpayer who has fluctuating or irregular 
income, and who has to amend its declaration of estimated tax, may become 
subject to the penalties of section 6654 even though he complies literally with the 
amending and paying requirements of section 6153 (c). This should be clarified. 
An illustration is where a taxpayer using the 90-percent method estimates his 
tax for the first declaration on his actual taxable income to date of $1,000, and, 
at the time for the second installment, based on his actual taxable income to 
that time of $4,000. 

259. Section 6655: The statute rather than the Senate Finance Committee report 
should set forth that in determining whether the tax will be $100,000, reasonable 
estimates are appropriate and not the final figure. 
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260. Section 7206 (1): Any criminal penalty should be affirmatively eliminated 
where a declaration of estimated tax is based on last year’s tax or income, even 
though the taxpayer knows the current year will show a higher income. 

261. Section 7483: The extra month that the other party is given for an appeal 
should be eliminated. It will only have the effect of provoking an appeal where 
otherwise none would have been taken. 

262. Section 7502 (a): The date of mailing of a return should be treated as the 
date of filing. 

Mr. Mirus. Mr. Jensen, the subcommittee will be interested in you 
furnishing further comments as you make further studies of unin- 
tended benefits and hardships. 

We certainly will appreciate you supplying us with further com- 
ments, 

Mr. Jensen. We shall do so, thank you. 

Mr. Miuus. We are going to take you up on another suggestion you 
have made. You point out that you and members of your - profession 
and your organization will hold yourselves available for informal 
sessions with the staff. 

The thought of the committee, or at least the Chair, is that it would 
be most appropriate and highly appreciated, by the Chair at least, 
if you would arrange to make yourself, and others in your organization 
who are conversant with these points, available for discussions with 
Mr. Stam, the chief of staff of the Joint Committee on Internal Rev- 
enue Taxation, our own staff, and also Mr. Smith, who is working with 
us representing the Treasury. 

There are some differences, apparently, between the views of your 
group and the views of these technicians who are working with the 
subcommittee. We would like to see if they could be ironed out by 
such informal sessions. 

Maybe they are altogether wrong and you are right; we would 
like to know. But we would like to extend that invitation to you now 
and I will suggest that Mr. Stam contact you and you arrange a 
mutually convenient time to get together. 

Mr. JenseN. Thank you, sir. We will be very happy to arrange 
to do that. 

Mr. Miurs. Are there any questions? 

Mr. Jensen, we appreciate very much your appearance and the 
information you have given to the committee. I want to say that 
for a long time I have felt, and I have publicly stated on several occa- 
sions, that the American Institute of Accountants has rendered a valu- 
able public service in the attitude that the organization has taken with 
respect to improvement of our tax laws, pointing out those things that 
operate adversely against both Government and taxpayer through 
unintended provisions or unintended decisions, resulting perhaps in 
part from faulty statutory language or ambiguity in the statute. 

You are to be commended upon the very publie- spirited attitude that 
vou have taken in the past and that you are still taking as accountants, 
in that direction. 

Mr. Jensen. Thank you very much, Mr. Chairman. As independ- 
ent certified public accountants, we try to call them as we see them. 

Mr. Mirxs. Sometimes we do not always agree with you but we have 
some reluctance to state the fact that we do not agree with you because 
of your fine reputation. 

Thank you again. 

Mr. Jensen. Thank you, sir. 
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Mr. Mirus. The next witness is Mr. William M. Adams. Will you 
identify yourself for the purposes of the record. 


STATEMENT OF WILLIAM M. ADAMS, CHAIRMAN OF THE MUNICI- 
PAL SECURITIES COMMITTEE OF THE INVESTMENT BANKERS 
ASSOCIATION OF AMERICA 


Mr. Apams. My name is William M. Adams, and I am president of 
Brown, Bosworth & Co., a municipal bond dealer, with offices in De- 
troit, Toledo, Chicago, New York, Cleveland, and Cincinnati. 

Mr. Mitis. Where is your residence? 

Mr. Apams. In Detroit. 

Mr. Miiis. You may proceed. 

Mr. Apams. I am appearing here as chairman of the municipal 
securities committee of the Investment Bankers Association, in con- 
nection with the amortization of premiums on tax-exempt bonds held 
by dealers. As an introductory comment, the Investment Bankers As- 
sociation of America is a voluntary unincorporated trade association of 
investment banking firms and security dealers who underwrite and 
deal in all types of securities. It was organized in 1912 and has oper- 
ated continuously since that time. Our association has over 800 member 
firms engaged in one phase or another of the securities business in the 
United States and Canada, ine luding about 100 commercial banks. 

Our members have, in addition to their main offices, over 1,300 regis- 
tered branch offices. We thus have members with either main or 
branch offices in practically all parts of the country. Many of these 
firms underwrite and deal in State and municipal bonds and in the 
aggregate do a large percentage of the underwriting, distribution, and 
trading of State and municipal bonds. 


THE PROBLEM 


The list of “substantive unintended benefits and hardships,” pre- 
pared by the staffs of the Joint Committee on Internal Revenue Taxa- 
tion and the Treasury Department, included among the “problems car- 
ried over from the 1939 Code” the following comment and suggestion : 


(2) Amortization of premiwms on tax-exempt bonds held by dealers 


Under the present law where tax-exempt State and local government bonds 
are purchased at a premium, the premium generally must be amortized over 
the life of the bond and, in effect, offset against the tax-exempt interest income. 
Exceptions are provided to this general rule for dealers in tax-exempt securities 
with respect to bonds disposed of within 30 days, and bonds with a maturity or 
call date more than 5 years from the time they were acquired. 

Since amortization of the premium is not required by a dealer under these 
circumstances, he realizes an ordinary loss upon sale or rede ‘mption of bonds 
disposed of within 30 days, or for bonds maturing more than 5 years from his 
date of acquisition. This loss, which may be offset against taxable income, is 
attributable to the interest payments the taxpayer is not required to include in 
his taxable income. 

It is suggested that these 30-day and 5-year rules be removed with the result 
that dealers in tax-exempt bonds will be treated the same as other holders of 
tax-exempt bonds. This might be made effective with respect to bonds pur- 
chased after the date of this report. 


In short, the proposed change would require dealers in tax-exempt 
bonds, to amortize the premium on all such bonds held by them regard- 
less of the length of time which the bonds were held or the maturity or 
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call date of the bonds, and such amortized bond premium would not be 
deductible. 

The assumption in this proposal that dealers in tax-exempt bonds 
are obtaining unintended tax benefit ignores the fact that a provision 
specifically designed to remedy the problem was adopted in the revenue 
bill of 1950, isolates a single phase of the dealers’ tax situation with- 
out recognizing the ov erall tax inequities that would be imposed by the 
proposal, gives no consideration to the unduly complicating and bur- 
densome accounting procedures which would be imposed upon dealers 
— ignores the effect on financing by States and municipalities. 

1) The proposed change was the subject of a specific provision 
in the revenue bill of 1950. Section 171 (d) of the Internal Revenue 
Code of 1954, based upon section 125 (d) of the Internal Revenue Code 
of 1939, specifically excludes from the requirement for amortization 
of bond: premiums bonds which constitute— 
stock in trade of the taxpayer or any such obligation of a kind which would 
properly be included in the inventory of the taxpayer if on hand at the close of 
the taxable year, or any such obligation held by the taxpayer primarily for sale to 
customers in the ordinary course of his trade or business. 

Prior to adoption of the revenue bill of 1950 dealers in securities 
were not required to amortize bond premiums because, under the sec- 
tion referred to above, bonds constituted stock in trade of the dealers. 
However, in 1950 specific consideration was given to the problem now 
under consideration. The result was an amendment adding section 
22 (o) to the Internal Revenue Code of 1939 and that provision has 
been carried over substantially unchanged in section 75 of the Internal 
Revenue Code of 1954. In adopting section 22 (0), now section 75, 
Congress appropriately recognized three fundamental factors in the 
problem : 


First, the Senate Finance Committee specifically pointed out that 
the new provision was designed— 


to prevent the deduction of such artificial losses, without unduly complicating 
the accounting procedures of dealers. 

Secondly, recognizing that it takes dealers a reasonable period of 
time to dispose of their stock in trade in the course of the conduct of 
their business, Congress provided that the amortization requirement 
should not apply where bonds are sold or otherwise disposed of by the 
dealer ae 30 days after the date of acquisition by him—section 
75 (b) (1) (A) of the 1954 Code. 

Thirdly, recognizing that the bonds with a high coupon and a high 
premium must ordinarily be relatively short-term bonds because the 
interest cost on high coupon bonds for longer maturities would be 
prohibitive to the issuing State or municipality, Congress excluded 
from the requirement of amortization of premium a bond, if its earliest 
maturity or call date is a date more than 5 years from the date on which 
it was acquired by the dealer—section 75 (b) (1) (B) of the 1954 
Code. 

It appears that the restrictions referred to above provide a realistic 
basis for eliminating any unintended tax benefit, with one possible 
exception. At the hearing in 1950 the chairman of the municipal se- 
curities committee of the Investment Bankers Association recom- 
mended that the 30-day period be extended to 60 days because it fre- 
quently required dealers at least 60 days to dispose of bonds. Market 
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conditions during the past year have made it extremely difficult to 
sell tax-exempt bonds and dealers in such bonds have found it im- 
possible during much of the year to sell bonds within 30 days; in fact, 
many dealers have been compelled to cut prices and take losses on 
bonds to sell them after holding them more than 60 days. 

Consequently, realistic consideration of the fact that tax-exempt 
bonds constitute the stock in trade of dealers in those bonds establishes 
a clear distinction for tax purposes from persons holding such bonds 
as investors. We submit that the provision adopted in 1950 dealing 
specifically with this problem protects adequately against any unin- 
tended tax benefit, and we suggest that it would be appropriate to 
extend from 30 days to 60 days the period which a dealer may hold 
tax-exempt bonds without amortizing the premium on such bonds. 

(2) The proposed change would impose an inequitable tax penalty 
on dealers, 

The proposed change isolates as an alleged tax benefit a single 
phase of the dealers’ tax situation without recognizing the overall tax 
inequities that would result. 

The proposal to require dealers to amortize premiums on all tax- 
exempt bonds held by them emphasizes the single fact that dealers 
now may deduct as a loss against ordinary income the loss upon sale 
of bonds purchased at a premium; but it completely ignores the other 
side of the picture, that dealers are fully taxed at ordinary income-tax 
rates on profit from sale of bonds purchased at a discount in the same 
issue. In most issues where there are some high-coupon-premium 
bonds there are some low-coupon-discount bonds, so that a dealer 
handles all of such bonds as his stock in trade and takes the risk of 
changes in market prices on all of such bonds. 

In addition, many bonds which originally sold at par are now being 
purchased at a discount. Consequently, it would be a highly inequit- 
able tax penalty to deny to dealers a deduction for loss on premium 
while requiring dealers to pay ordinary income-tax rates on profit 
from bonds in the same issue which were purchased at a discount. 

(3) The proposed change would impose on dealers an unfair hard- 
ship in bookkeeping requirements. When section 75 of the 1954 Code 
was adopted as section 22 (0) of the 1939 Code in 1950, the Senate 
Finance Committee in its report on the bill expressly recognized the 
serious bookkeeping and accounting problems and pointed out that 
the provision was— 
intended to prevent the deduction of such artificial losses, without unduly com- 
plicating the accounting procedures of dealers. 

If the proposed change were adopted it would mean that every 
dealer handling as part of his stock in trade tax-free bonds purchased 
at a premium would have to set up a separate amortization table for 
each such bond regardless of how long it was held or its maturity. 
Most firms believe that it would be necessary for them to employ 
one or more additional employees, depending on the size of the firm, 
simply to handle the additional bookkeeping which would be required 
by the proposed change. 

It seems apparent that a rule requiring amortization of premium 
may reasonably be applied to investors in tax-exempt bonds who hold 
bonds for relatively long periods of time and own a relatively small 
number of bonds or blocks of bonds; but that an unfair hardship 
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would be imposed in requiring amortization of premium by dealers 
in such bonds who handle such bonds as their stock in trade, ordinarily 
hold bonds for only a few days or weeks and buy and sell in numerous 
daily transactions. 

The burden of this boookkeeping and accounting procedure which 
would be imposed on dealers by the proposed change would far exceed 
any conceivable tax benefit which dealers might receive under present 
provisions of law. 

(4) The proposed change would increase financing costs for States, 
municipalities, and public agencies on their bonds. The tremendous 
accounting and bookkeeping burden which would be imposed on deal- 
ers by the proposed change would obviously create substantial expense 
for dealers which they would be compelled to pass on to municipalities. 
Dealers would simply have to allow a larger profit margin to cover 
the added expense and they could do this only by paying municipal- 
ities and public agencies on their bonds and would thereby make more 
difficult the financing of construction of needed schools, water, and 
sewage facilities and other public facilities. 

Conclusion: In view of the considerations summarized above, we 
respectfully urge that the proposal to require dealers to amortize 
premiums on tax-exempt bonds not be adopted. We submit that the 
provision adopted in 1950, specifically designed to prevent the deduc- 
tion of artificial losses by dealers without unduly complicating their 
accounting procedures, provides a satisfactory solution and that any 
possible tax benefits under present law are minute in comparison to the 
effect of adoption of the proposed change. 

Mr. Mitzs. Does that complete your statement ? 

Mr. Apams. It does, sir. 

Mr. Mruzs. Are there any questions? 

Mr. Kean, of New Jersey will inquire, Mr. Adams. 

Mr. Kean. Mr. Adams, I agree with you that the 1950 amendments 
did help, but I see advertised in the newspaper now occasionally bonds 
with the first 4 or 5 maturities at 6 percent, where the other maturities 
may be 3 percent. Can you tell me why, other than for the reason that 
after 29 days a bank can turn them over to someone else at a loss and 
take an undue and unfair loss, these bonds of some of these municipali- 
ties are sold at 6-percent maturity for the first 2 or 3 issues or maturi- 
ties. 

Mr. Apams. I will do my best, Mr. Kean. When we bid on munici- 
pal bonds in sealed bids, it is the low net interest cost that determines 
the buyer. You probably are familiar with the fact that in many 
instances the bids of dealers are within pennies of each other. I have 

even seen those bids identical. 

Now, we use every method in our business that we know to ac- 
complish a low interest cost. It certainly always will produce a lower 
interest cost if we buy high premium bonds, that is, high coupon bonds 
on the short end and use longer low coupon bonds. In effect, the 
municipality, you might say, is selling two different issues of bonds, 
if you please. They are selling 1 issue of 1- to 5-year bonds at a 
6-percent rate and at the same time they are selling 11 to 20 or 25 
year bonds at a 214-percent coupon rate, for the safe of argument. 
* In that instance the municipality actually on the early maturities, 
the 1- to 5-year bonds, is receiving a very substantial premium on those 
bonds. In other words, they are receiving, if I may use some figures 
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without getting too technical, let us say 100,000 bonds were sold as 
sixes, and they might receive $110, 000 for those bonds. On the long 
end, conversely, the 214s would sell at a discount. If you separated 
them as 2 issues, they might even sell the long bonds at ‘95 or 90. 

Now, in effect, the municipality then is repaying a larger sum of 
money in the earlier years and borrowing a lesser sum of money for 
the longer years, resulting in a net interest saving in the bid, But it 
does change the nature of the purchase. In other words, it is not a 
straight 1- to 25-year or 1- to 20-year situation where you pay off 
identically the same amount each year, because in paying the high 
coupon, the 6-percent coupons in the earlier years you are actually re- 
turning a part of the principal borrowed. 

Have I made it clear, sir? 

Mr. Kean. Yes, but of course one of the reasons for this is on 
account of the fact that municipalities under the law must receive 
100 percent or par for the whole issue. 

Mr. Apams. ‘That is correct. 

Mr. Kran. They are not allowed to sell the way a corporation does 
at a discount. 

Mr. Apams. That is correct. 

Mr. Kean. So that by the rise of the short maturities at a higher 
price, they are able to get a better price on the long maturities. 

Mr. Apams. That is correct. 

Mr. Kean. However, isn’t it still true that banks, for instance— 
and I am not talking about the small municipal dealers on account of 
the fact that his volume is not great, but take these big banks that deal 
in municipal bonds—they are still trading these issues 29 days before 
the period comes in order that they can get an ordinary income loss 
against the taxes and interest they receive ! 

Mr. Avams. Mr. Kean, I can only speak for my own firm, who are 
dealers in municipal bonds exclusively and who are merchants in the 
true sense of the word. We buy municipal bonds for sale. I can go 
so far as to say that I know of no one in my hometown of Detroit, 
either bank or dealer, who practices the purchase of bonds on the basis 
that you speak of. 

Mr. Kran. I have heard rumors in the city of New York, that some 
of the large banking institutions are engaging in such practices. I 
agree with you about the strongest point that you make. In my 
opinion it is this question of the hardship on bookkeeping, especially 
for the smaller dealer. Again, for the big banker, it doesn’t m: itter. 
A couple of extra employees would not be so important. They deal in 
millions, of course. 

But the dealer dealing in the $100,000 amounts, or $50,000 amounts 
of bonds, there I can see the extreme difficulty in the bookkeeping 
requirements. 

Mr. Apams. I might just say in answer to that statement, that on 
my way down here I took an occasion to check the number of transac- 
tions that I individually handled last month. Now, they would all 
have to be checked, of course, but there were 179 separate transactions 
in the month of October. If you take all of the people in our organiza- 
tion, and consider the amount of time and effort that would be in- 
volved, it amounts to quite substantial amounts of effort. 

Many of those transactions might have been bought one day, and 
sold the following day, and if we were called upon to amortize, it 
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would be just as difficult as if you helped them 10 days or a month or 
2 months, or regardless of the time. 

Mr. Kean. Of course, that would not occur always. Would that 
occur always on the new issues when they are issued as of a date? 
You wouldn’t have to bother about that for a while, as long as the 
bonds are able to be sold. But the experience in the last few months 
when, as I understand it, the municipal market in the past year has 
dropped sixty-six one-hundredths, very often the dealers have had a 
bit of difficulty getting the bonds off the shelf. 

Mr. Apams. One of the places where we would be penalized most 
is in the secondary market, possibly, and within the last week we have 
handled 1 secondary-market operation in which there were 79 different 
items, ranging in amount from 6,000 to 25,000 each. ‘There you would 
have involved that problem in every transaction, because it is very 
ewe to take in and reship on the same day every purchase you 
make. 

Mr. Kran. I was interested in the statement made by the previous 
witness with reference to the fact that when you purchased a low 
coupon bond in the market today, people were paying a tax on a non- 
taxable bond. Of course, it is true that the market for the 114 or 2 
percent coupons would probably be a lot better if the fellow who 
thought he was buying a tax-exempt bond when he got there didn’t 
realize that half of the yield he was going to get out of it was a 
capital-gain yield. 

Actually, the other half was the only part that he really would 
get his tax-exempt benefit from. 

Mr. Apams. It has created quite a problem in the secondary market 
in a lot of our municipal obligations. I am right now in the process 
of attempting to liquidate a triple A-rated State bond with a 1% 
coupon, which I dare say will sell in the fifties. It is one of the finest 
State obligations in the United States. 

Mr. Kean. I think there are a lot of people who would be willing 
to buy those bonds if it were not for that principal. I know of a case 
that I ran into at one time, where some people had inherited some 
bonds from an estate and most of those were 4 percent coupons, and 
they had a high premium. They were looking into the question of 
the principal of the estate going down, because as the bonds had been 
taken into the estate they didn’t have to be amortized. 

They were looking into the question of buying for the beneficiary 
who was in a high income bracket and wanted tax-exempt bonds. They 
realized there was a capital gains tax in there, and they didn’t do that. 
Maybe the people in Detroit are not doing what rumor tells me the 
people in some of the other cities are doing. I do not criticize the 
people doing these things, because I think that people have the abso- 
lute right under the law to take advantage of anything that is in the 
law. I think if they are getting away with additional losses, which 
in effect shouldn’t be losses, it is up to us to look into the ethics. It 
isn’t bad ethics, it is perfectly all right, but they are practices in other 
cities than in Detroit. 

Thank you. 

Mr. Mixts. Mr. Adams, let me see if I understand what is involved 
in this issue. You and Mr. Kean are experts in this field of bonds and 
Iam not. Perhaps you can enlighten me just a little bit about what 
is involved here. 
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As I understand, we are talking about the situation where you as 
a dealer in municipal bonds buy a $100 municipal bond that may have 
a maturity date of 6 years from the date of acquisition. Let us say 
it is for $106. The bond pays 3 percent interest. The bond is held 
by you for a year and then it is sold for $105. During that period of 
a year, you have received $3 of tax-exempt interest on that bond. 

Under the present law, of course, that interest, since it 1s interest 
from a municipal bond, is not taxed as income and you are permitted 
to take as an ordinary loss, the $1 which represents the difference 
between $106 you paid for the bond and $105 you received for it when 
you sold it. 
~ Now, you contend, then, that because of the point you have made 
that the committee should not take recognition of the abuse possibili- 
ties and attempt to correct them by disallowing that $1 as an ordinary 
loss from other income of your concern. Is that right? 

Mr. Apams. There is one thing I missed there. You said in the 
latter part of your statement something about what I contend. 

Mr. Miutus. You contend that the committee should not take recog- 
nition of the situation by preventing you from taking that $1 as a loss 
in the future? 

Mr. Apams. As municipal dealers, and merchants, if you please, the 
period of time which that bond would be held or the amount of the 
loss would be inconsequential, if you are a municipal dealer. That 
is, if you are an actual merchant. Now, the only occasion on which 
we would hold bonds for any length of time would be that the market 
had gotten so bad that we were unable to sell them at anywhere near 
our list price, or anywhere near our cost, and we have been forced 
to hold — for an extended period of time. 

Then possibly, the situation as you mentioned, would be that in a 
year’s time you would have accumulated a point of loss, and it would 
be entirely true. The point I am trying to make is that the onerous 
requirements of continuously amortizing every single transaction if 
we have held it overnight, is going to be a very burdensome one to the 
people in the municipal-bond-merchant end of the business. 

Mr. Mixxs. You don’t consider that a loophole at all, then ? 

Mr. Apams. One cannot deny that if an institution would make a 
practice of doing what you have suggested, it could become a so-called 
loophole. 

Mr. Mirus. We had a witness before us yesterday who called our 
attention to the fact it had become a practice in Charlottesville, Va. 
Mr. Kean indicates that it may have become a practice in some other 
sections of the country. If it is a loophole, and if it has become a 
practice in any section of the country, then is it not our responsibility 
to attempt to deal with the situation by closing the loophole ? 

We are perfectly willing, and I don’t want to bait you or anything 
of that sort, or embarrass you in any way, but we are perfectly willing 
as we endeavor to work to make recommendations to remove unin- 
tended hardships and unintended benefits that have been called to 
our attention by the staff of the joint committee and the staff of the 
Treasury, to do it in such a way as to cause the least amount of change 
and disturbance and inconvenience to the people who may have been 
in the position of receiving a benefit or having incurred a hardship. 

If you have some suggestions to make to us, how we can disallow 
this $1 loss against other income of the dealers’ business and not require 
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you to have to assume a lot of additional burdens in the process, we 
would be glad to have that suggestion. However, I have no feeling at 
all that we should, just because of some inconvenience to someone, not 
close what is described to us by the Treasury as being a loophole in 
the law. 

Mr. Apams. We made a point in here which I think is one worth 
consideration, and I believe that Mr. Jensen also brought out the 
point that the same rule does not apply to the discount bonds and very 
frankly that, of course, is where we are hurt the most. That is because 
of the fact that if you have in your stock in trade a discount bond, and 
I have one right at the minute that I could use as an example, where 
we have purchased the same identical credit, 114 in one instance and 
134 in another instance. 

Now, if we are to live in the kind of a market we have had this last 
year, the 114 percent bond because of the point that Mr. Kean so ably 
brought out awhile ago, is going to fall much more rapidly in price 
than the 414 percent bond due to this inequity of the taxability at 
regular normal rates of the difference between your cost and the sale 

rice. 

: Now, the minute that a low coupon bond drops 10 points in the mar- 
ket, it is worth correspondingly substantially less because of the larger 
amount of the income that becomes taxable. As I say in this last 
year, we are suffering substantially from that because they slip away 
from you much more rapidly on a discount bond. I am trying to 
look at the thing from an overall point of view because it seems to 
me that what applies in one instance would apply in the other. 

Mr. Mitus. Now, Mr. Adams, if you bond dealers are seeking a way 
to simplify your bookkeeping and you are fearful that this might com- 

licate your bookkeeping, the committee might consider making that 
3 of municipal interest subject to tax in your hands as income. That 
would simplify your situation; wouldn’t it? 

Mr. Apams. You are speaking of the bonds that are presently tax 
exempt being made taxable? 

Mr. Miuts. Yes, sir; you have already said it would close this loop- 
hole, and we are going to increase the burdens upon the cities and 
local governments anyway. It would complicate your bookkeeping 
procedures and so maybe we might simplify the whole deal by just 
making it $3 of interest from municipal bonds subject to income tax. 

Mr. Apams. Well, I have no comments on that, except I imagine 
that many of the State and municipal officials would probably be much 
more helpful on that than we could be. 

Mr. Mitts. I would suspect they would be. 

Mr. Apams. We are only dealers in the bonds. 

Mr. Murzs. I was trying to work your situation out for you as we 
try to close this loophole. Maybe you and I would both get in trouble 
if we would suggest that now. . 

Mr. Apams. Our point is not so much, while I think it is an in- 
equity, it would seem to me much more important that we don’t have 
our expenses of operation which must be passed or increased. 

Mr. Mitts. What I am trying to get you to tell us, Mr. Adams, is 
this: If you admit this is a loophole, how would you bonddealers sug- 
gest to us that we close it ? 

Mr. Avams. I wish that I had the answer for that. 

Mr. Mitts. I wish you did. 
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Mr. Apams. I hate to see the great bulk of the people in the business 
forced to increase their expense of operation, and certainly it is an 
onerous task if it can be avoided. 

Mr. Mixts. We, on the subcommittee, are, of course, much inter- 
ested in the idea of not causing you to have to increase your expenses, 
if that can be avoided. But we are also anxious, if we can, to close any 
loopholes that may exist in the Jaw. And, certainly, when they are 
called to our attention by those who administer the law that makes it 
more compelling, I think, that we try to do something if we discover 
them ourselves. 

If you would think about this some and give us further advice if 
you can as to how we might close this loophole and not place upon 
you folks any additional ‘burdens or undue burdens or undue addi- 
tional expenditures, I am sure the subcommittee would appreciate 
receiving the information. 

Are there any further questions? 

If not, we thank you very much for your appearance, and the infor- 
mation you have given the committee, Mr. Adams. 

Mr. Apams. ‘Thank you very kindly, Mr. Chairman. 

The next witness is Mr. John J. Magovern, Jr. 


STATEMENT OF JOHN J. MAGOVERN, JR., CHAIRMAN OF A JOINT 
COMMITTEE OF THE AMERICAN LIFE CONVENTION AND THE 
LIFE INSURANCE ASSOCIATION OF AMERICA, AND VICE PRESI- 
DENT AND COUNSEL OF THE MUTUAL BENEFIT LIFE INSURANCE 
COMPANY OF NEWARK, N. J. 


Mr. Mirxs. Will you identify yourself, please, for the purposes of 
the record ¢ 

Mr. Magovern. Mr. Chairman and members of the committee, my 
name is John J. Magovern, Jr. I am the vice president and counsel 
of the Mutual Benefit Life Insurance Company of Newark, N. J. Iam 
also the chairman of a joint committee of the American Life Conven- 
tion and the Life Insurance Association of America, which deals with 
the taxation of life-insurance annuities and health insurance. 

This committee does not have any jurisdiction over taxes which 
apply to the companies themselves. 

Mr. Mitts. You are here to discuss the subject matter of the pre- 
mium-payment test ? 

Mr. Macovern. Yes; and, with your permission, I would like to also 
mention the question of interest on life msurance bank loans. 

Mr. Minis. You are recognized and may proceed in your own way, 
Mr. Magovern. 

Mr. Macovern. Thank you, very much, Mr. Chairman. 

Life insurance companies have been opposed to the premium pay- 
ment test since its enactment in 1942. They last presented their views 
on this subject to the Committee on Ways and Means in 1953. On the 
basis of our studies we are more convinced than ever that it would 
be a serious mistake to reenact this test, either in the form contained 
in the law prior to the 1954 Code or as suggested by the Treasury in 
the November 7 public ation of your subcommittee. 

The Treasury’s suggestion does not change the fundamental charac- 
ter of the test. It simply eliminates from the test the cash surrender 
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or reserve value of any transferred policy, the premiums on which 
have been paid directly or indirectly by the donor. The subcommit- 
tee’s publication does not include a suggestion as to how the Treasury’s 
proposal would be applied to transfers completed prior to enactment 
of the proposed change, but we assume that some retroactive applica- 
tion is contemplated. 

Our position today is one of outright ee to the premium 
payment test. Our reasons apply with equal force to the Treasury’s 
suggestion. I will detail the objections in several items, the first of 
which I would head “The Premium Payment Test Is Based Upon 
Unsound Theories.” 

A life insurance policy has been aptly described as a bundle of 
rights, no part of which can be considered as existing by itself or in a 

vacuum. The premium payment test, as proposed ‘by the Treasury, 
attempts to lift a part of the proceeds—the ‘difference between the cash 
or reserve value and the death benefit—out of the contract and treat 
if as a property interest unrelated to the rights and interests in the 
contract. 

The only recognized justification for inclusion of insurance proceeds 
in the estate of the insured is that until the time of his death the insured 
possesses an incident of ownership in the policy. If at the time of his 
death the insured has no incident of ownership in the insurance policy, 
there is nothing left to pass at death from the insured to the beneficiary 
regardless of who paid the premiums. 

Proponents of the premium payment test attempt to rely on two 
theories. One is that life insurance is inherently testamentary in 
nature, designed in effect to serve as a will. The other is that this test 
is necessary to prevent avoidance of estate taxes. W believe that 
neither theory is sound. 

Reliance upon the testamentary theory overlooks the fact that when 
a policy has been unconditionally transferred there is nothing left 
to pass from the decedent at death. In such a case the policy ‘in no 
sense serves asa will. A will can be revoked at any time up to death. 
Upon death it effects the transfer of property from the decedent. 
Neither of these characteristics is present where an insurance policy 
has been unconditionally assigned to another. 

The assignor cannot recall his assignment, and the assignee can treat 
the contract as he pleases. He may surrender it for cash or hold it 
until maturity of the policy or death of the assignor, or exercise other 
rights. If he waits for the death of the assignor, nothing passes from 
the assignor. The beneficiary merely collects a fixed sum of money 
under a contract with a third party. Consequently, the transfer of a 
life insurance policy and the continued payment of premiums through 
gifts by the assignor is no more testamentary in nature than gifts ‘of 
money, secur ities, or other property. 

The theory that the proceeds of previously assigned policies should 
be included in the estate of the : assignor to prev ent avoidance of estate 
taxes is equally fallacious. This could only be based on the view that 
all transfers of life-insurance policies are conclusively presumed to be 
for the purpose of avoiding estate taxes. This is obviously not the 
fact. Moreover, the Supreme Court has squarely held that ‘Congress 

cannot validly create a conclusive presumption that a transfer is made 
to avoid estate taxes. (Heiner v. Donnan, 285 U. S. 312 (1932) ; see 
also Willikenv. United States, 283 U.S. 15 (1931).) 
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This is the second objection to the test. 

We do not take exception to the principle that where incidents of 
ownership are retained by the insured the proceeds are includible in 
his taxable estate. However, the premium payment test singles out 
life insurance for unique and discriminatory treatment under the 
estate tax. No other form of property is subjected to the estate tax 
when the decedent does not own such property nor any interest therein 
on his death. 

A life-insurance policy is property. It possesses the customary at- 
tributes of free transferability. It may be assigned to creditors or 
others; it may be pledged for a loan; it may be sold outright for a 
valuable consideration, and it may be the subject of a gift. In addi- 
tion, apolicy has a cash-surrender or loan-value option and other 
rights which may be exercised. It may provide an endowment benefit 
which may be realized upon the maturity date. 

It includes a right to dispose of the death proceeds through the 
designation of a beneficiary which is likewise a valuable right. When 
the policy is unconditionally transferred, all of these rights are en- 
joyed by the transferee and no interest remains in the transferor. 
Under the premium-payment test, even though all rights in a policy 
are transferred unconditionally leaving no incidents of ownership 
in the transferor, the policy proceeds would be subject to the estate 
tax. No other forms of property when so transferred would be so 
taxed, 

This is the third objection to the test. 

The premium-payment test discriminates as between individuals, 
depending on their ability to provide differing arrangements for pre- 
mium payments. Take, for example, two policyholders each of whom 
gives a policy of life insurance to his wife. Neither retains any inci- 
dents of ownership in a policy. The first policyholder gives his wife 
a sum of money as a gift with which to pay the premiums. 

On his death, the proceeds are taxable to his estate. The second 
policyholder has a wife with the means to pay premiums from her 
own funds, or he is able to give her property from which she may 
derive suflicient income to pay the premiums. When this second policy- 
holder dies, the proceeds are not taxable to his estate. This more 
alltuent policyholder has the decided advantage. 

This is my fourth objection. 

The owner of a small business seldom has sufficient liquid assets 
to provide for the continued operation of his business after the impo- 
sition of the expenses arising at death. The owner of a small business 
strives for expansion and plows back into the business any surplus 

ie may have. At the time of the businessman’s death, there is a need 

for liquid assets to provide for additional management costs made 
necessary by his loss and to pay succession taxes. 

_ Without such assets there is forced liquidation of the small business 
in many cases; in others the only solution is the merger of the small 
business with other businesses, with the consequent concentration of 
industrial power, and the loss to the economy of the initiative and 
imagination produced by small business. 

_ The provision for this needed supply of liquid funds is normally 
impossible if done through ordinary savings. Life insurance owned 
by the family of the businessman is the most practical and feasible 
iieans of meeting this need. 
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If the premium payment test should be restored, however, the use of 
life insurance by the small-business man for the continuation of his 
business would involve substantial additional expense. This is so 
because it denies to the small-business man, without securities or other 
property, the right to arrange for the acquisition by his family of 
insurance on his life without subjecting it to taxation in his estate. 
For example, in the case of a small business with a taxable value of 
$200,000, under the premium payment test the heirs would be re- 
quired to purchase approximately $20,000 more life insurance to pro- 
vide for estate taxes. 

We believe it was for these reasons that the Senate Special Com- 
mittee to Study Problems of Small Business made these recommenda- 
tions to the 81st Congress: 


Give life insurance the same estate tax treatment as any other form of prop- 
erty. If the owner of a business provides for payment of estate tax on his 
death by giving his son $3,000 a year, there is no estate tax on the money thus 
transferred. If he gives his son $100,000 in cash there is a gift tax but no 


estate tax. The son has $100,000 less gift tax free and clear for payment of 
estate tax. 


However, if the son is given $3,000 a year to pay premiums on a life-insurance 
policy covering the father’s life, the insurance proceeds are piled on top of the 
father’s other property and subject to estate tax. Removal of this discrimination 
against one type of property, life insurance, would facilitate putting the heirs of 
owners of independent business in a position to meet estate-tax obligations and 
to carry on the business free of extraordinary obligations. 

We have another section that we have listed as No. 5. The premium 
payment test would add to the confusion which already exists in-apply- 
ing the estate tax to life insurance. The current provisions of the code 
governing the estate tax applicable to life-insurance proceeds have 
been in effect for only 2 years. Revisions of business and estate pro- 
grams were necessary and would again be necessary if the premium 
payment test were reenacted in whole or in part. Planning of both 
business and estates requires reasonable stability and continuity in our 
tax laws. Frequent changes in the law in this complicated area hinder 
such planning. 

The premium-payment test is difficult to administer and hard to 
understand. It 1s particularly confusing where premiums are paid 
by the decedent and a transferee. The allocation of proceeds becomes 
further complicated where the policy provides additional insurance 
through dividends or where premiums are waived because of stability. 

The final item which I would like to present to the committee is that 
the premium-payment test is of doubtful legality. The premium- 
payment test raises serious constitutional questions. If applied retro- 
actively to past transfers, it would appear to be clearly violative of due 
process (Nichols v. Coolidge, 274 U.S. 531 (1927) ; Lewellyn v. oe 
268 U.S. 238 (1925); Hohl v. United States, 226 F. 2d 381 (C. A. 7, 
1955)). If confined to future transfers, it would still be subject to 
attack as a direct tax. 

The recent and well-reasoned opinion of the Court of Appeals for 
the Seventh Circuit in KoAl v. United States squarely holds that an 
estate tax on proceeds of an insurance policy unconditionally trans- 
ferred before death is unconstitutional as a direct tax. No Supreme 
Court case indicates otherwise. 

On the contrary, in every case in which the Supreme Court has 
sustained an estate tax it has carefully pointed out that some incident 
of ownership remained in the decedent which passed upon death. 
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(See, for example, Chase National Bank v. United States, 278 U.S. 
327 (1929); Bromley v. McCaughn, 280 U. S. 124 (1929); Zyler v. 
United States, 281 U.S. 497 (1930) ; Helvering v. Hallock, 309 U.S. 
106 (1940) ; Fernandez v. Wiener, 326 U.S. 340 (1945). This consist- 
ent reliance upon the incident of ownership test strongly suggests that 
in the absence of such facts the tax would not have been upheld. 

It is true there are two Federal district court cases sustaining 
the premium-payment test. But we submit they are not persuasive. 
One contains no reasoning whatsoever (Miller v. Dowling, 56-2 U.S. 
T. C., par. 11, 646 (S. D. N. Y., decided October 16, 1956.) The other 
relies on the theories that insurance is testamentary in nature, and 
that the test is appropriate to prevent avoidance of the estate tax. 
Neither reason will stand examination, as we have already shown 
(Colonial Trust Co. v. Kraemer, 63 F. Supp. 866 (D. Conn. 1945) ). 

In summary, the life-insurance companies are opposed to the 
premium-payment test and to the Treasury proposal which contains 
its essential features. The only proper test for the inclusion of in- 
surance proceeds in gross estate is the same test which applies to all 
other types of property, the incidents of ownership test. We urge 
that your subcommittee report unfavorably on the proposal to include 
a premium-payment test in the estate-tax provisions of the Internal 
Revenue Code. 

With your indulgence I would like to refer to item 21 of the 
subcommittee’s publication entitled “Interest Deductions for Loans 
on Annuities.” 

Under the present law interest paid on indebtedness incurred or 
continued to purchase a single-premium life-insurance endowment 
or annuity contract is not deductible for income-tax purposes. It 
appears that the Treasury Department believes that this ban on 
interest deductions for loans on life insurance and annuity purchases 
does not go far enough. 

Consequently, the Treasury proposes that the present law be ex- 
tended to cover the case where the policy or annuity is purchased in 
pursuance of a plan which contemplates that a substantial number of 
premiums would be paid with borrowed funds. Life-insurance com- 
panies are not in complete agreement regarding the necessity for addi- 
tional legislation on this subject. 

The committee of which I am chairman is in general agreement 
with the objective of denying the interest deduction where the loan 
to purchase insurance is entered into to achieve a tax advantage. 
We are concerned, however, lest any proposal be adopted which 
would impair the normal use of borrowed funds by those in need of 
such credit to carry their insurance protection. We also feel that 
any legislation on this subject must be administratively feasible and 
any test of compliance should be objective and practicable. 

Any aauien suggested should be carefully considered from this 
standpoint. We find no objective test in the Treasury proposal. Its 
application seems to depend on the intent of the purchaser to pay a 
substantial number of premiums from borrowed funds. 

We find it difficult to develop a specific plan for meeting this prob- 
lem. If your subcommittee decides to give it further consideration, we 
are prepared to cooperate in an effort to develop an appropriate solu- 
tion, 

I appreciate your indulgence. 
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Mr. Mitts. Does that complete your statement ? 

Mr. Macovern. Yes; it does. 

Mr. Mus. Are there any questions ? 

Mr. Magovern, on the first of the two subjects you have discussed, 
that is item 27 in the release of November 7, the one on restoring the 
premium test for life-insurance policies, let me see if I clearly under- 
stand what there is in the law and which has been characterized as 
being a loophole. I know on the record you do not so consider it, and 
you do not think it is a loophle? 

Mr. Macovern. That is correct. 

Mr. Miits. But it has been characterized as a loophole. Let me see 
if this type of a situation is what we are talking about: The taxpayer 
takes out an insurance policy on his own life for $100,000. He pays 
a single premium of $60,000. The taxpayer gives all of the incidents 
of ownership in this policy to his wife, at which time the policy has 
a cash surrender value of approximately $55,000. 

Now, under the present hw; as I understand the 1954 Code, if the 
taxpayer were to die 10 years later, none of the proceeds of this in- 
surance policy would be includible in his gross estate. That is cor- 
rect, is it not, if he has divorced himself completely of all incidents 
of ownership ? 

Mr. MAgovern. That is a single premium policy, in which he paid 
the premium. Under the present law, and the code as it now stands, 
that covers that subject. 

Mr. Mixs. You mean that type of a thing? 

Mr. Macovern. Yes, sir. 

Mr. Mitus. What I am talking about is this: The $100,000 which 
the wife received at the death of the husband 10 years after the policy 
was transferred to her unconditionally would not be included in the 
estate of the husband. 

Mr. Macovern. I misunderstood. 

Mr. Mitts. That is right, isn’t it? 

Mr Macovern. Yes. 

Mr. Muus. That is the present law? 

Mr. Macovern. Yes. 

Mr. Mitus. Now, at the time of the husband’s death, let us assume 
that the cash surrender value of the policy had increased to $70,000. 

Mr. Macovern. Yes, sir. 

Mr. Mis. Now, the Treasury is proposing as I understand, that 
the difference between either the cash surrender value, that is $70,000, 
or the reserve at the time of death and the proceeds received upon 
death, the $100,000, be includible in the taxpayer’s estate. Is not 
that what the Treasury proposal amounts to? 

Mr. Macovern. That is correct, sir. 

Mr. Mitts. You find that that is not acceptable on the ground, 
among other things, that it would discriminate against, or would 
place life insurance in a discriminated position as compared to other 
means of saving. You mentioned that as one of your arguments. 

Mr. Macovern. That is one of our objections; yes, sir. 

Mr. Mutts. Let me ask you this: Take another type of a situation 
which would also be excludable for estate-tax purposes, where there 
are a series of premiums to be paid and not just one as in the example 
I gave you. Is it not true that actually nothing really exists unless 
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the premium is paid? There is nothing which has been assigned un- 
conditionally, or otherwise, that can last or on which, or from which, 
a benefit can be derived at the death of the insured unless in the 
meantime, that is from the time the policy is taken out until the 
time of the death of the insured, these annual payments or premium 
payments are made. 

Mr. Macovern. I don’t think that that is quite accurate, sir. 

Mr. Mus. Will you straighten that out, then, please ? 

Mr. Magovern. There are a number of rights in a policy that can 
be used. 

Mr. Muas. I am talking about the example, Mr. Magovern, of a 
policy wherein the premium is due once a year, annually. 

Mr. Maagovern. Yes, sir. 

Mr. Mrius. All right. 

Mr. Magovern. The new owner may elect to have what is called 
paid-up insurance, and it just stands there, not at the cash surrender 
value, but at a reduced face amount that recognizes the carrying 
benefits of the present reserve. Additionally, the owner or the trans- 
feree may choose to let the matter go under what is called extended 
insurance, in which case if the insured dies within the period where the 
coverage is optive, the face amount is paid. 

Mr. Mus. I am talking about another instance. I am talking 
about straight or ordinary life-insurance policies. I take out such a 
policy and it requires an annual payment, and so long as I live that 
is required in order to produce anything at my death. I make that 
payment from time to time and finally it occurs to me that. possibly 
| ought to just give my wife complete control of that policy and just 
make an assignment to her. I cannot do anything further about it 
and I cannot name a new beneficiary or anything else. What I am 
talking about is this: For anything to actually pass at my death it is 
necessary for me or her or postr to pay you as the insurance agent 
a premium each year; isn’t that right? 

Mr. Maqovern. May I try to explain. The answer I think is ques- 
tionable. Now, there is a value to all ordinary life policies after 
they have been in force for a few years. Asa matter of fact, starting 
at the very first payment of premium, there is a value. You have 
what is called extended insurance, for the face amount. That is 
required by law of most States. You have that value there. That 
value can be transferred to the wife. 

Now, if no premium is paid and nothing further is done, it goes 
automatically under what is termed extended insurance, so that if you 
die at any time within the extended period, which may be anywhere 
from a matter of days depending upon what loans are against the 
policy, to years, the full face amount would be paid even if no further 
premiums are paid. 

Mr. Mus. That is to assume a type of situation which I am talking 
about, if it involves the points but there is not enough of that reserve 
to keep that insurance in force. Someone has to pay premiums or 
nothing will be paid by the company. 

Mr. Macovern. If you live beyond that period. 

Mr. Mrrxs. Assume we have used up all of the reserve. Assume 
we have used up all of the reserve. Assume anything, but talk to the 
point. My point is this: Should not recognition be given for estate- 
tax purposes to the insured to continue payment of the premiums? 
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Mr. Macovern. In what respect do you mean? Is that the insurance 
feature ? 

Mr. Mitus. I am talking about the continued payment of these 
premiums. We have talked about the case, and we have assumed a 
case where it is necessary for additional premiums to be paid. Now, 
should not the continued payment of those premnanee by the insured 
be given recognition for estate-tax purposes ? 

Mr. Macovern. I do not think so. All he gives is what the value is 
that he is transferring at that time. There are so many conditions and 
controls in existence in favor of the wife, and what she may do with 
that policy once he has given it, that is important. She can surrender 
it tomorrow to borrow upon it. 

Mr. Mitxs. I thought that was somewhat like the situation of prop- 
erty subject to a mortgage. I was using that type of case. Where the 
mortgagee continues to pay off a mortgage on property which he has 
given away, the property 1s still taxed in his estate. That is what I 
was thinking when I gave that type of an example. I was thinking 
of the two cases. Are they not somewhat similar ? 

Mr. Macovern. The case of a husband paying off a mortgage, you 
mean, on property owned by his wife? 

Mr. Mitts. Assuming he assigns the property in the first instance, 

Mr. Macovern. And it is subject to the mortgage. 

Mr. Miuis. He assigns the insurance policy and I am trying to keep 
it on exactly the same footing, to see whether or not there is any simi- 
larity. If one is to be treated one way, the other should be treated 
that way. That is my thought. 

Mr. Macovern. I regret that I do not see the similarity, Mr. Chair- 
man. 

Mr. Miuus. Let me get to another point then that I am much inter- 
ested in and I am glad you brought it up. You made the statement 
on page 3 that a life-insurance eeltiy is property and your thought is 
that when I assign irrevocably a life-insurance policy to my wife that 
that should be treated as any other property given during my lifetime 
to my wife and not therefore includible in my estate for estate-tax pur- 
poses even though I continue to pay for it? 

Mr. Macovern. Yes, sir. 

Mr. Mutts. I think that you have a good point when you say that 
life insurance or a life-insurance policy is property and that it should 
not be discriminated against. Now, does it follow from this statement 
that you make that your group takes the position that life insurance 
should be treated in all respects as other types of property are treated, 
for income-tax purposes and for estate-tax purposes? 

Mr. Macovern. Your problem of treatment here of income tax is 
something else. We are dealing with transfer of property. 

Mr. Mitts. I have enlarged the question as you well know. 

Mr. Macovern. Your question presents a difficult and rather com- 
plex problem in the income-tax field and I presume that you are re- 
ferring to the annual increment, or the earnings. 

Mr. Mus. I am trying to get some guidance, Mr. Magoyern, be- 
cause I have felt with you people that we should not pass laws that dis- 
criminate against life insurance. If Mr. X wants to invest in life 
insurance there shouldn’t be any impediment placed in his way by 
law, either income-tax law or estate-tax law. He should have a free 
choice. He has the right to make his investment in life insurance or 
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in any other type of savings that he might desire and the tax law 
should not be so framed as to influence his decision. 

I am asking you whether or not the Congress could obtain the sup- 
port of your group in attempting to eliminate all discriminations 
against life insurance, and all discriminations in favor of life insur- 
ance aS @ means of providing security and investment? I would 
think that that would be the ideal situation, if we could remove all the 
discriminations both ways. 

Mr. Macovern. It is a very complex and difficult question that you 
are asking me. We are talking in this area of estate taxes. We are 
dealing with people here who are affluent, and we are dealing with 
those who have sizable estates, and we are de: aling with people of 
property and money. When you come over into the income-tax fleld, 
you are dealing with small policyholders. 

The question of your social responsibility comes into play. The 
average reserve increases almost infinitessimally, and I would feel 
that it would be, if I had to answer you and I will try to be helpful 
without going into all of the complexities, I think it would be unfor- 
tunate and undesirable to get into the income-tax area of imposing a 
tax on such gains. 

Mr. Mirts. Now, let me see the position that you are placing } your- 
self and the industry, and which I don’t think you intend to do, because 
I want you to know I have great respect for you and your industry. 

Mr. Macovern. I would like to make it clear, I am not here to speak 
on the income tax, but I will try to be helpful. 

Mr. Mitts. IT want you to think about it, if you haven’t already 
thought about it. Here is the position that you are asking us to put 
you in: You are asking us to permit a continuation of a provision of 
existing law, and not to change it as has been suggested by the Treas- 
ury, not even to the extent of the compromise suggestion made by the 
Treasury, which does not return to the premium payment test because 
to do so, you say, would put life insurance and the proceeds of life 
insurance in.a discriminated position for estate-tax purposes. 

Now, if we are going to go that way with you in the interest of not 
imposing discrimination, why cannot we go across the board with your 
full acquiescence and approval and eliminate all discrimination in 
favor of life insurance ? 

Mr. Magovern. I think it 

Mr. Mitts. Shouldn’t it be treated as any other property ? 

Mr. Macovern. I think that they are in two different areas of tax- 
ation. I think that they are in 2 different areas of law, and I think 
that they are in 2 different, entirely different areas of social responsi- 
bility and recognition of savings. One is your small income-tax in- 
crement each year on a life-insurance policy, and the other is the big 
sum that would be subject to estate taxes. When I say “large” and 
“big,” I am making a comparison between the two. 

Obv iously, we are talking about the tax which would be the taxable 
estate. 

Mr. Mirus. I want you to read again, if you will, the thoughts that 
you and I are both expressing now and see if some thinking cannot be 
given by your group or by the industry involved in the point in the 
direction of suggestions that would eliminate all of these disadvan- 
tages exist and all of the advantages that exist with respect to life 
insurance as compared to other types of investment. 
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I think in the final analysis, the answer to the problems that exist 
in the field will be found in the elimination of any preferential treat- 
ment or any discriminatory treatment. If we can once put you on an 
equal basis with other types of savings and other types of investments, 
then your good salesmen could go out and sell your product not on the 
basis of some tax provision that may exist that gives you an advantage 
but on the basis of life insurance being the best type of investment for 
one to make. I think you would be better off in the long run and I 
think then we will be in less difficulty if life insurance were considered 
as any other type of property. 

I wish you would think something about it. I didn’t mean to em- 
barrass you at all with the thought today, but I was intrigued with 
the idea that if we cannot do something here in the field of estate taxes 
because of discrimination, we shouldn’t do anything in any other field 
with respect to life insurance that would discriminate in favor of it. 

Mr. Macovern. If the matter comes before the subcommittee, or it 
is raised, we will be glad to consider it. At the moment I would con- 
sider it most unfortunate, and a very undesirable development from 
the standpoint of the economy of the country. 

Mr. Mrts. Now, let me ask you, you leave yourself wide open to a 
question that I have to ask: If it would be unfortunate to make it 
equal with everything else, do I take it then that in some areas of 
taxation insurance proceeds have a decided advantage over other types 
of investment ? 

Mr. Macovern. As to the policyholder who requires protection and 
who dies early, there is a very definite advantage; yes, sir. 

Mr. Miia1s. Do you think that should continue to exist? 

Mr. Macovern. But we have similar advantages throughout. Your 
social-security problems recognize the difference. You recognize the 
social implications of things of that kind. 

Mr. Miiis. Then the committee would be justified in recognizing 
some difference in the field of estate taxes, I guess, and not just be 
lead off here to not do anything because we might be discriminating 
against life insurance and proceeds ? 

Mr. Magovern. I would hope that my other reasons would also be 
considered. 

Mr. Mixts. I was in hopes you would go with me on the elimination 
of all of them. 

Well, thank you so much Mr. Magovern, and we appreciate your 
appearance and the information you have given the committee. 

Mr. Macovern. Thank you, gentlemen. 

Mr. Muits. The next witness is Mr. Judd C. Benson. 

Mr. Benson, identify yourself, please, sir, for the benefit of the 
record. 


STATEMENT OF JUDD C. BENSON, LIFE INSURANCE SALES AGENCY 
MANAGER, CINCINNATI, OHIO 


Mr. Benson. Thank you. 

Mr. Chairman, may I inquire, do the members of your committee 
have a copy of my statement ? 

Mr. Mitts. Yes; we do. 

Mr. Benson. May I inquire, in the interests of time, whether you 
would be disposed, that since you do have the statement, that I would 
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be allowed to make some brief oral comments and leave the statement 
with you, or do you prefer that I pursue the normal course and read 
the statement ? 

Mr. Minis. Mr. Benson, we leave to your good judgment your 
method of procedure. Either way is satisfactory. Or, we could in- 
clude your entire statement. 

Mr. Benson. I want you to include the entire statement. 

Mr. Mitxs. Without objection, the entire statement will be included 
in the reeord. 


Mr. Benson. As I understand, there is transcript provided of what 
[ say, which I may edit? 

Mr. Mitis. Yes; you will have that privilege. 

(Mr. Benson’s prepared statement follows :) 


STATEMENT BY JUpp C. BENSON, Or CINCINNATI, OHIO 


My name is Judd C. Benson and I reside in Cincinnati, Ohio. Since October 
23, 1923, I have been engaged in the life-insurance business as a salesman in 
Hutchinson, Kans., and as the manager of a life insurance sales agency in Kan- 
sas City, Mo., and Cincinnati, Ohio. 

My statement is in opposition to the recommendation of the Treasury as 
stated in item 27: Premium payment test on life-insurance policies. 

In this presentation I shall endeavor to furnish your committee with the fol- 
lowing information from the field of practical experience as a life underwriter 
during the past 33 years: 

1. Who is affected by the inclusion or exclusion of the premium payment 
test in the Internal Revenue Code? 

2. In what manner does the premium payment test affect the sale and 
persistency of life insurance? 

3. Is the Treasury Department winner or loser through the application 
of the premium payment test as applied under section 811 (g) (2) of the 
Internal Revenue Code as amended by Revenue Act 1942. 

The statement will also include certain legal and philosophical arguments in 
opposition to the Treasury recommendation. 

In this statement it is assumed that the Treasury Department is not recom- 
inending the reinstatement of section 811 (g) (2) of the Revenue Code as 
amended by Revenue Act 1942, which was eliminated from the statutes in the 
Revenue Act of 1954. 

The Treasury now suggests that an arbitrary amount equal to the difference 
between the death proceeds received upon the death of a decedent and the re- 
serve (or cash surrender value) at the date of death be included in the de- 
cedent’s estate, even though the decedent was not the owner of the policy, had 
no control over the policy and no reversionary interest in the policy at the date 
of his death. 

It is further assumed that the transfer of ownership, if any, would have been 
made 3 years or more prior to the decedent’s death, thus eliminating the ques- 
tion of a transfer in contemplation of death. 

This statement is made on behalf of our present and future policyholders, 
the salesmen in my agency and myself. 

I beg to submit the following arguments: 


1. THE RECOMMENDATION IS DISCRIMINATORY 


All of the arguments which prevailed in favor of the elimination of the pre- 
mium-payment test apply with equal validity to the present Treasury recom- 
mendation. A search of the statutes fails to reveal even one additional situation 
in which the Congress has attempted to penalize a donee, or the estate of a 
donor, if the donee utilizes a gift in some particular manner. In brief, Congress 
is asked to penalize a donee, or the estate of the donor, if the donee ch joses to 
utilize his gift or a portion of it for life-insurance premiums on the life of the 
(lonor. 

If a gift survives the “contemplation of death” hurdle,.the donee is free to 
make any conceivable use of his gift without penalty, except the purchase of 
life insurance on the donor. The Treasury presumably admits that it is wrong 
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to subject all of the proceeds to an estate tax when the insured possesses none 
of the incidents of ownership at death. Having failed to defend its position 
in 1954, the Treasury now seeks to impose an estate tax upon the indemnity 
received by a policy owner at the death of the person insured. 

A wife or child possessed of independent means can properly insure their 
economic interest in a husband and father and, obviously, death proceeds are 
not included in the estate of the husband and father. However, it is proposed 
that if a wife or child exercises the same prudent judgment in protecting the 
same economic interest with funds given to them by the husband and father, 
the Treasury would then attempt to invade the property rights of the wife or 
child and levy an estate tax on life-insurance proceeds despite the fact that the 
husband and father during his lifetime, nor his estate after death, can receive 
any economic benefit of any nature from the policy or the policy proceeds. 

Experience proves that wives and children of very rich do have independent 
means with which to purchase life insurance, but that very frequently families 
attempting to build a moderate estate are not in this fortunate position. Hence, 
this, we contend, is discriminatory against individuals for whom life-insurance 
protection is very important. 


2. THE RECOMMENDATION IS INEQUITABLE 


Life underwriters are trained to arrange life insurance for their clients in 
such a manner that the best interests of the clients will be well served. For 
example, one client may be best served by a term-insurance policy which has 
little or no cash value, whereas the next client may be best served by the purchase 
of a 10-year endowment policy which develops relatively high cash values. A 
chart (exhibit A) is attached hereto indicating the taxable portion following 
the Treasury Department recommendation under several different types of 
policies, all based upon the insured being age 50 at date of issue. 

Assuming the insured dies at age 60, the Treasury recommends that there be 
included in the decedent’s estate $91,300 if he happens to purchase a 20-year 
term policy, $65,900 if the policy is on the 20-payment life plan and $29,500 if 
on the 10-payment life plan. We suggest that this creates a glaring inequity, 
the extent of which depends upon the type of policy chosen and the date of 
death of the donor. 


oxHIBIT A.—Insurance issued at age 50—$100,000 of insurance 

















| | 

Cash Taxable por- Cash _ | Taxable por- Cash Taxable por- 

Plan of insurance value,! tion, death value,! tion, death value,! tion, death 

5th year end of 5 10th year | end of 10th | 20th year | end of 20th 

years year year 
nteipias cp htpancegy lity ca tenis alpndplpiieentnegeapeaibeiaee 7 i 
| 

20-year term ?._... Sooke $4, 600 $95, 400 $8, 700 $91, 300 0 3 $100, 000 

Ordinary life_.......-.--- 12, 500 87, 500 23, 800 76, 200 $48, 300 51, 7 
20-pay life. ....--------- 15, 100 84, 900 34, 100 65, 900 80, 000 20, 000 
EDR ls 0 ndceb comune 20, 000 80, 000 45, 400 54, 600 80, 000 20, 000 
ee 30, 700 69, 300 70, 500 29, 500 80, 000 20, 000 
20-year endowment -._- 17, 900 82, 100 40, 600 59, 400 100, 000 0 
15-year endowment...-- 5, 74, 000 59, 200 40, 800 0 0 
10-year endowment. .__- 43, 700 56, 300 100, 000 0 0 0 





1 Cash values are comparable for most companies. , 
2 Some companies do not grant cash surrender values in term policies. 
3 Assumes death during 20th year. 


3. IN ANY EVENT THE TREASURY IS RECOMMENDING SHORTSIGHTED LEGISLATION 
WHICH IS MORE APT TO DECREASE THAN IMPROVE REVENUES 
Illustrative situations 
3a. A lost sale in 1951.—In March 1951, a typical small-business man sought 

advice and counsel. His assets consisted of the following: 

1. Net worth of his business: Approximately $400,000. 

2. Life insurance: $50,000. 

3. Home: $30,000. 

4. Miscellaneous securities: $25,000. 


He was a widower. His sole heirs were two daughters, each of whom was 
happily married. 
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His tax consultant had advised him, correctly, that the impact of Federal 
estate, Ohio inheritance taxes, and administrative costs would be substantially 
greater than the amount of life insurance which he owned. 

He, of course, was paying a very substantial income tax on his salary and 
dividends from his business. In all, the corporate income tax and his personal 
income tax amounted to approximately $65,000 per year as a result of his 
successful business enterprise. 

His business required a relatively small capital investment in relation to the 
profits he had been able to make. His tax consultant had warned him that the 
tax collectors would doubtless impose the earnings test to his business interests 
at death and assess an estate tax on a valuation substantially in excess of its 
book value. This was probably true. ‘ 

Obviously, the buSiness was a valuable one and well worth saving for his 
daughters or his employees in whom he had a very friendly interest. His con- 
clusion—sell the business, pay a relatively small capital-gains tax, invest the 
money in an annuity, buy a home in Florida and forget the whole thing. 

We outlined an alternate procedure; namely, that he should purchase an 
amount of insurance on his life which would fortify his family or employees 
with sufficient cash to pay his death duties and administration costs. The ap- 
proximate amount of insurance required was $125,000, and he was age 58. He 
passed the physical examination successfully. The premium requirement was 
approximately $6,500 per year. In order to have $6,500 net after taxes with 
which to make gifts equal to the premium, it was necessary for him to earn 
approximately $12,000 per year before taxes. This he was willing to do until 
we informed him that despite the fact he would vest the ownership of the policy 
in his daughters, the death proceeds would be included in his estate and thus 
compound his problem. We advised him that the Government would take 
approximately 30 percent of the insurance which he purchased, or $37,500. He 
was thus in effect required to earn approximately $12,000 per year in order to 
provide his heirs with $87,500 which was still inadequate to meet the death duties. 
We could do no more than show him the figures. In good conscience, we could 
not recommend the purchase of the insurance under that set of circumstances. 
Consequently, he carried through on his original plan and sold his business, in- 
vesting the greater part of his funds in an annuity. 

His business lost its identity and was absorbed into a larger firm from out 
of town and most of his employees had to find work elsewhere. He indicated 
quite clearly that he would have “battled it out” to try to preserve his successful 
business for his family and his employees other than for the premium-payment 
test which thwarted his efforts to meet the death duties and administrative 
costs. 

We commend to your consideration that the Treasury Department would have 
been in a much stronger position ultimately to have recommended tax laws 
which would have encouraged, rather than discouraged, this man to continue 
his business and would not have forced him into an action which he did not 
desire to take, but of necessity was compelled to take to protect himself against 
the economie ruin of the business which he had built. Only commonsense would 
dictate to a man in similar circumstances that he should pursue the course 
which our client did. 

Hence the insurance sale was lost. The annuity was sold instead. We con- 
tend the Treasury lost— 

1. His continued high income-tax payment. 

2. A large portion of his estate taxes at death. He is living up his estate 
instead of preserving it. 

3. Future income taxes from his family. 

4. Income taxes from several older employees who were not able to re- 
locate themselves successfully. 

3b. By direct contrast a sale was made in December 1955.—Rather similar to 
the first case, a small-business man sought advice and counsel as to what he 
should do about the impact of estate, inheritance taxes, and administrative costs 
upon his modest-size family-owned business. 

This man is married, has 3 grown children (1 daughter, 2 sons), and he 
originally had hopes that his sons would succeed him and carry on his business 
which upon occasion had earned and paid taxes on over $125,000 corporate in- 
come in a single year. 
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His assets were as follows: 


1. Book value of his business, approximately____-.------------_----- $600, 000 
DS Recrr thie, . BIOTA cect rn eee 75, 000 
Se Ree Se seer uitnareaningemetrasarcepund ie deaste tiene kp efeten etal 114, 000 


Total assets 789, 000 


His original investment in his business in 1927 was $40,000. 

During the year 1955 the business paid corporate income tax approximately 
$38,000, his personal income tax was approximately $16,000, a total of $54,000. 
He too was aware that the tax collectors would doubtless capitalize the earning 
capacity of his business for estate-tax purposes, since stock was not on the open 
market and he had no idea what kind of an inflated valuation might be attached 
to his business enterprise. He had an offer to sell the total assets of his business 
for $630,000. This, of course, would have necessitated a capital-gains tax on 
$590,000, or approximately $147,500. 

He had 38 employees and the firm making the offer was interested only in 
1 engineer and 3 salesmen. The remaining employees would have been com- 
pelled to find other employment since the offer was from an out-to-town con- 
eern who was merely going to consolidate his business with its own. In fact, 
they were only interested in his customers, 2 patents he held, the engineer, and 
3 salesmen. He inquired as to the return of an investment of $200,000 in a 
joint and survivorship annuity and upon finding that that would provide suffi- 
cient income for him and his wife to live modestly, he indicated his intentions of 
proceeding with this plan. 

While the annuity sale was an attractive one for us, we were persuaded that 
with the elimination of the premium-payment test, he could preserve the business 
for his two sons without ruinous tax consequences, and we proposed the follow- 
ing course of action: 

1. The purchase of $200,000 ordinary life insurance by his children on his life, 
to be paid for by a gift to his 3 children, 

2. A provision in his will that his executor could sell assets from his estate 
to his children and thus acquire the necessary cash to pay or partially pay his 
estate taxes and administration costs without completely impairing the work- 
ing capital of the business. This would enable his two sons to carry on the 
business which he had built successfully. The Government will collect sub- 
stantially more in estate taxes than they would have from the capital-gain tax. 
The business enterprise will be preserved as a tax-producing entity. He readily 
admitted that his sons, without the benefit of a going enterprise, would probably 
never be able to earn nearly as much income as they would operating the business. 
Based upon the theory that the premium-payment test would not be reinstated, 
the transaction was completed and the business is going forward under that 
plan. If Congress reinstates the premium-payment test in the former or under 
a modified version, this man will of necessity be compelled to go back to his 
original plan and our community will have lost a successful business enterprise 
which is not only a fruitful tax producer for the Treasury Department, but an 
asset to the community and vital to the people who are employed by it. 

If anyone can demonstrate that the Treasury Department is not in a better 
position, from a long-range point of view, to nurture this business enterprise 
and encourage it to continue and succeed, I would certainly be glad to see the 
demonstration. 

It must be remembered that this man has to earn approximately $24,000 in order 
to have the $12,000 after taxes, with which to make the necessary gifts to his 
children and this he is willing to do. Obviously, he would not be willing to do 
it if the Government insists upon levying an estate tax of approximately 40 
percent on the money which his children are provided as a liquid fund to manage 
death duties. After all, there is such a thing as being practical. 


4. THE GOVERNMENT HAS NOT APPEALED THE DECISION OF THE SEVENTH CIRCUIT 


COURT OF APPEALS WHICH HELD THE PREMIUM-PAYMENT TEST TO BE UNCONSTITU- 
TIONAL 


In the case of Anne Harley Kohl and William J. Harley, as Surviving Erecutors 
of the Estate of William S. Harley, Deceased, v. United States of America 
(U. 8S. T. C. 11564), the Seventh Circuit Court of Appeals (October 13, 1955) 
upheld the decision of the United States District Court for the Bastern District 
of Wisconsin (November 23, 1954) and affirmed the decision that the premium- 
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payment test as included in section 811 (g) (2) of the Internal Revenue Code 
as amended by Revenue Act, 1942, was unconstitutional. 

It seems significant to us that having lost its case in the district court and 
the court of appeals the Government did not see fit to risk an appeal to the 
United States Supreme Court where a clear question of constitutionality was 
stated in the decision of both the district court and the court of appeals. 

A portion of the opinion of the seventh circuit court of appeals is directly 
applicable to the recommendation of the Treasury Department. It states in 
part, “In the present case no transfer, no transmission of property rights in and 
to the policies in question, occurred upon the decedent’s death. After the father, 
in his lifetime, made a completed gift of the insurance, reported it and paid 
the tax thereon, no interest remained in him. From that time, the assignees 
owned the policies and all rights in and to the same. “The assignees were in 
truth, not by any fiction, the absolute owners of the * * * policy’ Bohnen v. 
Harrison, 7 Cir., 199 F. 2d 492, at p. 494). They might have sold the policies 
and transferred to others any and all proceeds thereof. They might have sur- 
rendered them and received their cash value from the insurer. The assignor 
eould exercise no control over, no rights in these pieces of property, which he 
had completely transferred. To tax as a part of his estate something which 
was no longer his, is to do violence to our constitutional provisions.” 

The estate tax is a tax on the transfer of property at death. The seventh 
circuit decision again states in part, “Such is not a tax on a transfer but rather 
a direct tax on proceeds without apportionment, as required by article 1, section 
2, clause 3, and article 1, section 9, clause 4 of the Constitution. A tax imposed 
on property or the income therefrom only by reason of its ownership is direct.” 

Further the decision states significantly, ‘““The Government insists that Con- 
gress may properly impose at the death of the assignor a tax upon policies of 
insurance transferred during his life, measured by the value of the policies at 
the time of his death. But this argument loses sight of the basic premise that 
it is the transfer which is taxed and that alone and that that act was completed 
during the decedent’s lifetime. No authority cited supports the Government’s 
theory. The cases upon which it relies, upon examination, are found to be, 
without exception, causes in which either some property interest, some right 
of reversion or some economic benefit in the property transferred, was retained 
by the transferor.” 

The Government has indicated that it will not appeal this decision to the 
Supreme Court. (See exhibit B.) We suggest that this decision would be as 
fatal to the present Treasury recommendation as it was to section 811 (g) (2). 


5. THE RECOMMENDATION OF THE TREASURY IS CONTRARY TO REASON OR PROPRIETY 


1. A life insurance policy is a contract between the owner of the policy, the 
insurer and the beneficiary or beneficiaries. Therefore, at death the insurer 
must proceed to comply with the terms of the contract and make an immediate 
settlement with the beneficiary or beneficiaries in accordance with the terms 
of the policy. In the event the Treasury recommendation prevails, the executor 
or administrator of the decedent’s estate will be compelled to include in the 
gross inventory an amount equal to the difference between the death proceeds 
and the reserve (or cash surrender value) at death. Thus, the executor or 
administrator becomes liable for the payment of an estate tax on property which 
he has not and cannot receive and over which he possesses no control. His sole 
remedy is to ask the beneficiary or beneficiaries to hand over an amount equal 
to a proportional part of the estate tax, the amount being determined by the rela- 
tionship which the taxable insurance proceeds bears to the net taxable estate. 
If the beneficiary or beneficiaries refuse to hand over the money his only recourse 
is to sue to recover this amount on behalf of the general or residuary beneficiaries 
of the estate. 

2. We contend, on the one hand, that if the beneficiary, in order to avoid being 
sued, turns over the suggested amount, they are being compelled to pay an estate 
tax upon an indemnity for an economic loss which they sustained at the death 
of the insured. If, on the other hand, the executor or administrator sues and 
collects, it certainly results in a direct tax upon property not owned by the 
decedent at the time of death, as clearly pointed out in the seventh circuit deci- 
Sion in the case of Anne Harley Kohl and William J. Harley, as surviving Beecu- 
tors of the Estate of William S. Harley, Deceased, v. United States of America. 
In either event the tax is contrary to reason. 
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3. We suggest it is lacking in propriety to impose a direct tax upon property 
which is owned solely by a person other than the insured and in which the dece- 
dent possessed no incident of ownership at death. 

Exhibit B referred to on page 13 was furnished to members of the committee 
in photostatic form. Exhibit B is a page from Federal Estate and Gift Tax Re- 
ports, dated 9-27-56 in which the following comment appears, “No Contemplated 
Certiorari Application—In the cases listed below, the government has in- 
dicated that it will not appeal from the last court’s decision.” 

Included in the list is the following case: Kohl, A. M. et al., Bers. (Est. of 
W.S. Harley) v. U. 8. (C. A—7, 55-2 U.S. T. C. 1 11564). 

Mr. Benson. My name is Judd C. Benson and I reside in Cincinnati, 
Ohio. Since October 23, 1923, I have been engaged in the life insurance 
business as a salesman in Hutchinson, Kans., and as the manager of a 
life insurance sales agency in Kansas City, Mo., and Cincinnati, Ohio. 

I was going to comment in all good fun that I had sold insurance 
under the Revenue Act of 1918, 1926, 1939, 1942, and so forth. So I 
guess the answer is, we can sell it anyhow. 

My statement is in opposition to the recommendation of the Treas- 
ury as stated in item 27, "Premium Payment Test on Life Insurance 
Policies.” 

Gentlemen, quite seriously, I believe if I can bring anything that 
would be of value to your committee, it would be like testing a combine.. 
T imagine all of you know what a combine is. They are manufactured 
by the International Harvester Co., and all their engineers and all 
their scientists and what not build this combine, and as you know, 
when they ship it out to Kansas, where I used to live, and they cut it 
loose in the wheatfield, the sole question is: How does she work? 

So if I can bring anything to your committee that I think would 
be of any interest, it wil be how does the premium test work, whether 


it’s in or whether it’s out, because, nae “ag of which I am proud, 
2 


I am in the business of talking to people who are buying insurance 
either under the aspects of the premium payment test or not. 

I would like to direct your attention and correct your agenda, Mr. 
Chairman, in that it is listed that I am appearing in behalf of Union 
Central Life Insurance Co. And may I refer you to the last para- 
graph on page 2 of my statement, that this statement is made on 
behalf of our present and future policyholders, the salesmen in m 
agency, and myself. It is made with the full knowledge of the presi- 
dent of my company, who happens to be the president of one of the 
life insurance associations which the prior witness just represented. 

I beg to submit the following arguments: 

1. The recommendation is discriminatory. 

I would like to merely underline that because exactly, here is what 
happens. Having sold life insurance when the premium — test 
was in vogue, the thing that happened was this: We sold the life in- 
surance to people whose wives and children were possessed of inde- 
pendent means with which to pay the premiums, and apparently no 
one has challenged the right of a wife to protect her economic interest 
in such a manner; that thus far has not been challenged. 

Mr. Paul, in his book, worried over it considerably, but finally 
wrestled with it and came to the conclusion that there was nothing he 
could do about it, except he did conclude that possibly, if it was before 
the Supreme Court in his era, they might have changed their mind. 
It did not get there. ; : 

Now I would like to call your attention, Mr. Chairman, to one fact.. 
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A good deal has been said here about life insurance as property. 
I think we made a mistake when we got into that trap, as I will call it. 
Life insurance, I suggest to you, sir, is indemnity for the loss of an 
economic value, and out of 33 years of experience, I would like to 
record for the committee that the total number of policies that are 
sold other than for protecting an economic interest, is remarkably 
small and the man who would attempt to make a living doing it that 
way would be suddenly out of the life insurance business, I will assure 
you. 

Now what did you do with the premium payment test ? 

You precluded us from selling insurance to the wives and children 
of men who wanted to give them money with which to buy policies, but 
I would like to call your attention to a very significant fact, and that 
is this: That once that money is in the hands, either through a life- 
insurance premium or otherwise, of the donee, that is the donee’s 
money and it seems to me that the Treasury Department is asking you 
to recommend to the Congress that you should say that a father can 
give to his son, or a husband can give to his wife any stipulated amount 
of money (and incidentally, the Treasury insists on the paying of the 
gift tax on that, they are religious about that), but the son or wife 
is penalized if the gift is used to buy life insurance on the donor. 

Yow the Treasury is asking you to do this, provide that the son can 
use the money to buy a herd of milk cows, to buy an automobile, to buy 
an airplane, to buy a stud horse, or anything in the world, but if he 
buys a life-insurance policy to protect his economic interest, then we 
are going to say, “Well, you can’t do that because if you do, the dif- 
ference between the cash value, which is an arbitrary figure, and the 
proceeds at death, which may never materialize”—the boys will prob- 
ably give up on the policy and cash it in anyway—that you are going 
to assess a tax despite the fact that the father had no incidence of 
ownership whatever. 

I would like to call your attention to the testamentary character of 
life insurance. Well, it may be testamentary but it seems to me it 
should be pointed out that it is testamentary in the estate of the owner, 
not the insured. If I give my son a policy, he can write his will and 
do anything he wants to with the policy or its proceeds. I cannot 
mention it in mine, can I? 

I cannot say a word about it, not a word. He can do anything he 
wants to with it, give it to his children, give it to charity, do anything 
in the world he wants to with it; that is testamentary. But in the hands 
of the owner, not in the hands of the insured. He has lost control 
over it. 

We are assuming that a man is insurable and that he buys insurance 
at age 50. 

I have listed here eight different kinds of policies that he can buy, 
assuming he is insurable, all at the same age of issue. We will assume 
that he dies 10 years later. The Treasury proposes that if he had 
purchased a 20-year term policy, the taxable portion would be $91,300. 
If he bought an ordinary life, it would be $76,200; if he bought a 
20-pay, $65,900; if he bought a 15-year-pay, $54,600, and so on down 
the line, and if he happened to buy a 10-year endowment, there would 
not be any tax at all, no tax included. 
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So I suggest to you that you would create a situation where we would 
be in the position that a man would be taxable depending upon the 
kind of policy he bought and when he arranged to die. 

Mr. Mus. Is it your point that the Treasury’s recommendation dis- 
criminates against term insurance ? 

Mr. Benson. I said it creates an inequity. I do not say it discrimi- 
nates against anything. I am pointing out to you that this creates 
an inequity. 

Mr. Mus. If it creates an inequity, it discriminates, does it not ? 

Mr. Benson. IL am not too good on Webster. 

Mr. Mitts. I am not either, and I wanted some help. 

Go ahead. 

Mr. Benson. If what I have to say has any merit, I would like to 
call your attention to page 6, which reads as follows: 

3. In any event, the Treasury is recommending shortsighted legis- 
lation which is more apt to decrease than improve revenues. 

Maybe I could sum it up this way: 

If you own a herd of dairy cattle and a cow drops a very good heifer 
ealf, I suggest that a good dairyman would not hurry up and take 
the calf off and sell it for veal in order to get $14. I think he would 
nurture the calf and try to make a good milking cow out of her; that 
is the gist of what I am trying to say. 

You gentlemen on the committee know that the Government is not 
getting very rich on the annuity tax. 

Now, the gentleman who preceded me has argued the Kohl case, and 
I have elaborated on it here. I think I will not bore you with reading 
that, except to say this, that I would like to read you one point. 

I think the Government acted very unwisely, but this is what they 
did: 

4. The Government has not appealed the decision of the Seventh 
Circuit Court of Appeals, which held the premium-payment test to 
be unconstitutional. 

Incidentally,-Mr. Chairman, the man made the gift in 1941 and 
arranged to die in 1943, and I think the Treasury would not have had 
much difficulty if they had challenged it on a gift in contemplation of 
death, but this was apparently an easier way, so we have a neat deci- 
sion on our side. 

If you would like to turn to page 14, and then I will conclude, other 
than for questions. 

There is always a sunny side to every statement. Originally, Mr. 
Chairman, this said the “recommendation of the Treasury Department 
is absurd,” and when I showed the statement to some people they said 
that I might be misunderstood, so I took Webster’s definition of 
“absurd,” which says that it is contrary to reason and propriety. So, 
in any event, personally I think it is absurd. 

1. A life-insurance policy is a contract between the owner of the 
policy, the insurer, sm the Lenaiident or beneficiaries. 

I would like to make that point clear. 

After an insurer has divested himself of all the incidents of owner- 
ship he is only the object of the insured. Frankly, you might be inter- 
ested to know that since the elimination of the premium-payment test, 
I will testify that I have had more than 100 men come to my office to 
talk about transferring their policies, and all I can say is that you 
would be surprised at the number that did not do it. They were not 
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willing to place their wives in the unique position of cashing in their 

policies to divest themselves of the annuity and all other rights under 
the policy, and some even said, “Well, I don’t think I want to put my 
wife in the position wher e, if something happens to me, she is in a 
uniquely better position.” 

Tam really serious. 

So I might mention in passing, and this might interest you, in the 
agency which I operate, we have outstanding as of the end of October 

$120,526, 000 face amount of life insurance. Of that amount of in- 
surance, $7,396,000, which is 6.13 percent, is owned by persons or 
corporations other than the person insured. (See supplementary 
statement, p. 119.) 

Now, if it would help your committee any, I think I could go 
through, knowing most of the people, I could tell you the ones where 
the insured is directly or indirectly contributing the premiums, and 
where the money is coming from people who have independent means, 
if that would help you. 

Mr. Minxs. That might be of help, Mr. Benson. It might also be 
of help to just tell us approximately the number of policies involved. 
(See supplementary statement, p. 119.) 

Mr. Benson. All right. There are 26,000 policies involved, 
percent of which are under assignment. Eighteen thousand oly. 
holders own 26,000 policies. Those are rounded numbers, you under- 
stand. 

Mr. Miuts. Yes. 

Mr. Benson. But we made an actual count of the policies and 3.1 
percent of the policies are under an ownership other than the insured. 
(See supplementary statement, p. 119.) 

Mr. Chairman, that does not mean that would fall with the direct 
or indirect payment of premiums. 

Mr. Muits. I see. 

Mr. Benson. In other words, if the wife or child had independent 
means, it would not fall foul of the premium payment test. 

May I say this: 

This should be in the record, that as a matter of policy, in our 
agency we do not exhort our agents to unusually exert themselves 
to sell insurance for tax purposes. We do hold meetings from time 
to time, hoping that our agents will be alert to tax matters and will 
be able to cope with the situation when it is appropriate. 

As of the end of October, our running production in new busi- 
ness was a little over $15 million, and a little less than $1 million of it 
was with the ownership vested in persons other than the insured. 

I was struck by the fact that there is not very much difference in 
the current new issues and in the total prevailing i insurance. 

If I may in summary sum up, which I think is the important thing 
from a purely practical point of view, you are not disturbing the rich 
very much because they can do it anyway. You are placing a road- 
block in preserving of small businesses, for which both political parties 
practically bled and died during the last election. I commend that 
here is a chance to do him a real good deed. 

Mr. Mitts. Does that complete your statement ? 

Mr. Benson. Yes. 

Mr. Mitts. Are there any questions? 

Mr. Baker. Yes. 
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Mr. Miuts. Mr. Baker will inquire. 

Mr. Baxer. Mr. Benson, first I will compliment you on the clarity 
of your statement. 

How could this recommendation come under the heading of an un- 
intended benefit ? 

Mr. Benson. Well, we do not contend that it isa benefit. It in effect 
deprives, actually, a man in possession of a gift from the right to buy 
a life-insurance policy without suffering a very significant penalty for 
having done so. 

Mr. Baxer. Let me say that the reports show some of the provisions 
of the 1954 Code. 

The 1954 Code contains the following rule: 


F. Proceeps or Lire INSURANCE (SEc. 2042). 

The 1954 Code retains the rule including life-insurance proceeds in the de- 
cedent’s estate if the policy is owned by him or payable to his executor, but the 
premium-payment test is removed. A 5-percent reversionary interest rule, similar 
to that applicable to other property, also is made applicable to life insurance in 
determining when the decedent retained incidence of ownership in a policy. 

It is estimated that the change made in this provision will reduce revenues by 
about $25 million in the fiscal year 1955. 

Now I can’t see where there would be an unintended benefit under 
that language, in other words, $25 million. 

Mr. Benson. The Treasury Department is overlooking a significant 
point. They seem concerned about this, but what they are forgetting is 
that it is true that they can impose a tax retroactively on what men 
have tried to do to protect their estate, I guess they can, but what they 
overlook is the fact that when we go out to sell insurance, and when we 
walk in and tell this fellow, “Look, my friend, if you buy this policy 
zou will have to pay an income tax before you give this to your chil- 
dren”—— 

Mr. Baker. That is a part of the meeting of the minds. 

Mr. Benson. Yes. Then we say, “And they will include it in your 
estate if you die.” I will tell you, sir, the interview is over. They 
just don’t buy it. 

So I suggest to you the Treasury is not going to collect any revenue 
on insurance that people do not buy, are they? 

Mr. Baxer. Have you seen any figures from the association with re- 
spect to this $25 million estimate we had in the report, whether it was 
pretty accurate? 

Mr. Benson. Obviously that applies to insurance which is already 
in existence; does it not? It would have to. 

Mr. Baxer. No; I do not think so. It says fiscal 1955. 

Mr. Benson. But that would be insurance that was certainly issued 
before 1954. People do not die that soon, ordinarily. 

Mr. Baxer. Well, yes. 

Mr. Benson. That is on old insurance, so at best it is a retroactive 
tax. 

What I am contending is when we put this up to a prospect, he 
says, “It’s nice to have seen you,” but he doesn’t buy it, so the Treasury 
can’t get any money out of something that does not exist. 

I come back to my original point. 

It seems to me that the Treasury Department should be tremendously 
interested in helping the small-business man to preserve his business; 
that is the lifeblood of the Treasury Department. Frankly, I think 
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they are standing in their own light. I am really sincere about it. 

Mr. Baxer. I do not recall that the Treasury opposed the elimina- 
tion of the premium-payment test in the 1954 Code. 

Mr. Benson. I can assure you they did. 

Mr. Mitis. In the House, the Treasury did go along, at least I do 
not know whether we could put them in the position of opposing it, 
but when it went to the Senate, they evidently changed their position 
because at that point, when it was before the Senate Finance Commit- 
tee, the Treasury opposed the waiver. 

Mr. Benson. Shall we say that once we were successful. 

Mr. Mitis. The Treasury did oppose the position, the waiver of 
the premium-payment test before the Senate Finance Committee. 

Mr. Benson. I do not remember. 

Mr. Mitzs. That is correct. 

Mr. Benson. I do not remember. 

Mr. Baker. A change was made in conference ? 

Mr. Mitus. So you could say this: 

It was intended when it was in the House, it was unintended when 
it was in the Senate. 

Mr. Baxer. I do not understand that. 

Mr. Minis. You were raising the question of whether it was intended. 
It was intended, I would say, by the Treasury when the matter was 
before the Ways and Means Committee. The Treasury opposed it 
when it was before the Finance Committee. 

Mr. Baxer. I was using the word “unintended.” Certainly the 
House, the Ways and Means Committee, intended that just this result 
should take place. 

Mr. Mitxs. When it was reported by the Ways and Means Commit- 
tee, it was intended. 

Mr. Baxer. That is my point. 

Mr. Minis. Are there further questions ? 

Mr. Benson, I want to ask you just a few questions, because I am 
still left with some question in my mind as to whether or not the sug- 
gestion by the Treasury is a solution of the problem that does exist. 

Now, first of all, you have, I think, very properly shown the differ- 
ing characteristics of the proceeds of life insurance and other types 
of 1 property. It may still be property, but an indemnity as well, we 
will not argue what it is, but the fact remains that under existing law 
it is possible for one to have at death an asset which has a value in 
excess of that which a gift tax has been paid. The question in my 
mind is this: 

[ do not have any desire, necessarily, to prevent this type of an oper- 
ation. Ican see that it serves some useful purpose in such cases as you 
point out; that it may be the answer to some of the problems of small 
business to be able to take out an insurance policy that will pay the 
estate tax. But I am still of the opinion that there is an escape of 
assets for estate-tax purposes on which there has been no gift tax paid, 
or which have been created by some other incident than merely the 
gift which the man has made, and on which he has paid his tax. 

Now you showed here in this 20-year term, the chart on page 5, a 
clear ex xample of what I am talking about. 

At the time of the man’s death at 55, that $100,000 life-insurance 
policy had a cash value of $4,600. Now, evidently he had paid in 
premiums, say over a period of 5 years, a lesser amount than $4,600 ? 
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Mr. Benson. That would not happen to be true there, but your 
point is all right. 

Mr. Mis. What I am getting at is, say he paid $5,000. Say his 
other gifts were subjected to a tax and he paid a gift tax. When the 
man dies, his estate gets the $100,000. Now the gift tax in the case I 
am assuming was only paid on the $5,000, or in fact was not paid at all 
because of exclusions. There is a difference of $95,000 on which 
there has been no tax paid; that is an asset in the hands of the de- 
cedents of the deceased. It isa valuable piece of property or whatever 
you want to call it that has been created by reason of the insured’s 
payment of premiums. 

Now, what will we do about it? Will we just close our eyes? 

Mr. Benson. You will do what you have been doing; you will pro- 
ceed to tax the beneficiary of the policy out of the income that he gets 
out of $100,000. 

May I point out, let us presume that that was a son that bought this 
policy. . 

Mr. Mirrs. All right. 

Mr. Benson. So he looked the facts in the face and said, “Well, I 
won't buy the policy. I will buy a farm instead,” so he did. He didn’t 
buy the policy, and lo and behold, 5 years later they struck oil on the 
farm. 

Would you gentlemen propose to tax the oil well on the father’s 
estate because the son made a wise investment ? 

Mr. Mitts. I do not think it is the same thing. 

Mr. Benson. I think it is exactly the same investment because the 
boy with the premium in his hands could buy the farm or the life- 
insurance policy to indemnify the economic loss of his father, re- 
gardless. 

If I am giving my son $5,000 a year, I think he would be rather 
foolish not to insure my life. He certainly has an insurable interest 
in it. 

Mr. Mus. I am still talking about the point of what the situation 
is here. 

Now the estate is getting more in these examples, the estate is get- 
ting more than the insured or the son or whoever pays the premium 
in the process of establishing that valuable asset. 

The problem with me is how to get at the increase, this thing that 
results not from the action of the person paying the premium—that is, 
he has not paid all this in premium. You people have wisely invested 
it and added some interest, and then the man dies sooner than you ex- 
pected him to die, or sooner than the insurance company expected him 
to die. So there is more value to the thing as a result of that. 

It looks to me like the estate is receiving something here on which 
there has been no gift tax paid, and in which now you are suggesting 
no estate tax. 

Would that not be discriminatory to say that? Would it not be 
discriminatory to do that? 

Mr. Benson. I will answer your question “No,” and amplify it. 

Do you mind a correction ? 

Mr. Mus. No. 

Mr. Benson. The estate did not get the $100,000, did they? 

Mr. Mrits. Well, no, but the insured paid for it. 
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Mr. Benson. The estate tax is levied upon transfers at death, and 
I suggest to you no transfer was made. — 

Mr. Mitts. But the beneficiary gets it, though, as the result of the 
death of the insured, and the insured has paid the premium. He has 
paid the gift tax on the amount of premium each year if the amount 
is less than $3,000. He has transferred the property, as we will call 
it, but as a result of death, rather than as a result of the value just 
the day before death, it is worth $100,000. 

You understand it is the testementary character of the property 
that I am trying to make clear? 

Mr. Benson. I understand perfectly. 

Mr. Mitxs. What I am concerned about is the fact that this incre- 
ment which comes to the son, who had been given this policy solely 
as a result of the death of his father, not because of the total of an 
equal investment being made, as would be the case in other types 
of property, we are going to let $95,000, or whatever the amount is in 
excess of the cash value, go untaxed. He gets it as a result of the 
death of the insured, just as he is getting that store that his father 
leaves in his will, as a result of his father’s death. You cannot divorce 
that fact from this whole thing. It comes to him as a result of the 
death of his father. 

Whether it is included in the estate or not, this son has benefited 
as a result of this policy being in existence, and the whole, the father 
and the son, have benefited when you put the thing together, otherwise 
the father would not have paid the premiums to keep the insurance 
in force. 

Mr. Benson. Then, if you seek a remedy, you should change the 
context of the law and levy a tax on the man for dying. 

Mr. Mis. That is not an answer; the tax is an estate tax, not a 
death tax. 

Mr. Benson. I mean, would it not be the case ? 

Mr. Mirus. You understand exactly what I mean; meet the point. 

Mr. Benson. I understand exactly what you mean precisely, but we 
are saying in effect to this son, “If you buy a life-insurance policy,” 
and he might buy most anything, and if he buys a life-insurance policy 
we are going to penalize him for using the money in that fashion. You 
can do anything else you want to with it, but you must not buy life 
insurance with it, and I suggest that the Treasury should be very 
anxious to have him buy $100,000 dollars of insurance, because if the 
father dies they have lost him as a taxing entity. 

Mr. Mirts. But, as you well know, the father has paid for the 
insurance and somewhere along the line there should be a tax paid 
on that amount. 

Mr. Benson. To adopt that theory would be for Congress to an- 
nounce to taxpayers that they are not entitled to have an insurable 
interest or to insure the bounty which they receive from a father who 
gives them money. 

Mr. Mitts. No; we are talking about an asset that is passed here to 
somebody, and you are saying that it should not be included in the 
estate for certain reasons. 

I would not want a gift tax paid on something and the estate tax 
be paid on top of it. I can see the fairness of a situation like that. 
But I am talking about the other extreme issue here, where there is 
a payment of $4,600, and the son gets $100,000 or he profits over and 





118 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


above what they have been out by $95,400, and under existing law 
that is not included in the estate, and I think it ought to be inated’ 
in the estate. 

Mr. Benson. Well, Mr. Chairman, if Congress in its wisdom wants 
to impose that kind of penalty on a man who wants to protect his 
economic interests by money which is-his—— 

Mr. Mitts. There is no penalty, Mr. Benson, imposed upon anybody 
when he is treated fairly and equitably, as everybody else is treated 
under the tax law. You impose a penalty in the form of discrimina- 
tion against an individual only when he is paying more because some- 
body else is paying less. 

Now, there is a job that we have to do in our subcommittee and 
that is to try to report to the full committee on ways of trying to 
equalize these things by avoiding or eliminating these unintended 
benefits, these unintended hardships that work on the taxpayer for 
the one hand and against the Government on the other; in other 
words, to try to make it neutral to where people are not going to be 
able to complain that we are discriminating against them. 

A man is not discriminated against when he has derived $95,400, 
which is property under the definition of the preceding witness, which 
is indemnity under your definition, but on which there has been no 
tax paid for estate tax purposes. To impose the estate tax on that 
is not discrimination, in my mind, but the elimination of discrimina- 
tion against other forms of investment. 

Mr. Benson. The most I can say, Mr. Chairman, is that the same 
thing is not in your mind as is in my mind. 

Mr. Mitis. You understand that I was trying to find out if there was 
a better approach. I am not thoroughly satisfied with the Treasury’s 
approach because, as you point out on page 5, there may be some 
discrimination as between types of policies under the Treasury 
suggestion. 

Now if there is a better suggestion that results in the elimination 
of what I think is now discriminatory treatment—that is, in favor of 
the insurance proceeds for estate tax purposes—I would like to have 
those suggestions, if any occur to your mind. 

Mr. Benson. Mr. Chairman, I think I made you a suggestion in 
those two illustrations, that if I was the Treasury Department, 
charged with paying the current bills of the Government, and the 
interest on the debt and trying to reduce the debt, I still say I would 
not shoot the milk cow. 

Mr. Mits. No, but you would not have us subsidize the cow either, 
would you? 

Mr. Benson. I think I would feed the cow to get more milk. 

Mr. Miuxs. At public expense ? 

Mr. Benson. I do not think that is at public expense. The Gov- 
ernment is not paying the premiums on the policy. 

Mr. Mitis. No, but somebody else has to pay more taxes because 
that fellow is not paying his fair share of tax. 

Mr. Benson. That is a matter of opinion; that is conspicuously a 
matter of opinion. 

Mr. Mitis. Somebody has to pay a lot of taxes to give us $70 billion. 
I am concerned when I find some people not paying as other people 
have to pay. 

Mr. Benson. But take the illustration I made. 
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In the one case, if you had your choice between a business entity 
soing along producing $56,000 a year, a man in good health, age 54, 
would you not rather have that than $147,000 right 1 now ¢ 

Mr. Mus. I would not want to make it “possible by providing 
discriminatory tax treatment. 

Mr. Benson. You are making it possible for the business to con- 
tinue, to be able to continue, to be a tax-producing entity. 

Mr. Mitis. You and I know what the problem is. It is not just 
limited to this problem of the waiver of premium payment. ‘The prob- 
lems that face business are far greater and cover many more areas, 
and there is an area within the estate tax law, in my opinion, that is 
not conducive to the best interests of small businesses, and I think that 
Congress in time will try to provide some solution for them. 

Mr. Benson. As a matter of fact, in the last session the most con- 
structive thing, estate taxwise, was section 303. You made some head- 
way there. 

Mr. Mius. There are some other things that can be done, I think 
you would agree. But I do not know that we should provide the only 
solution to the device such as we have in the existing law. 

Mr. Benson. I do not want to belabor the committee, but I think 
perhaps one great point is misunderstood, and the concept seems to be 
in the Treasury Department that the only reason people purchase this 
insurance is to avoid taxes. 

Quite candidly, my experience has been that most of them buy the 
insurance to enable their estates to pay the tax and still maintain the 
business as a taxing entity. 

Mr. Mus. I would think that would be true. 

Thank you so much, Mr. Benson, for your appearance and for the 
information you have given to the committee. 

Mr. Benson. Thank you, gentlemen. 

(The supplementary statement submitted by Mr. Benson follows :) 


SUPPLEMENTARY STATEMENT TO STATEMENT BY JUDD C. BENSON, oF CINCINNATI 
OHIO 


On November 20, 1956, I appeared before the Subcommittee on Internal Revenue 
Taxation of the Committee on Ways and Means and made certain oral statements 
as reported on pages 203 and 204 of the reporter’s unrevised notes relative to 
insurance in force in the agency which I operate for the Union Central Life In- 
surance Co., in Cincinnati, Ohio. 

The oral statement was as follows, “we have outstanding as of the end of 
October, $120,526,000 face amount of insurance. Of that amount of insurance, 
$7,396,000, which is 6.13 percent, is owned by persons other than the person 
insured.” 

I further indicated that it would be possible to scrutinize the files and furnish 
4 supplementary statement as to policies where “the insured is directly or indi- 
rectly contributing to the premiums and where the money is coming from people 
who have independent means.” Congressman Mills, chairman, indicated “that 
night be of help.” 

The files have been carefully scrutinized and from the original figure of 
$7,396,000 which included all policies regardless of circumstances in which some 
person or corporation other than the insured was the owner, the revised figure 
is $3,536,001. 

The following policies were eliminated : 

1. Policies in which the assignment was a “creditor assignment,” as the interest 
of the creditor might appear, and in which the insured retained all rights of 
ownership. Death proceeds of such policies would obviously be included in the 
gross inventory of the estate of the insured and would not be affected by the 
inclusion or exclusion of a premium payment test in the Revenue Code. 
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2. Policies which were owned by corporations on the lives of executives and 
under the terms of which premiums were paid out of corporate funds and the 
corporation is the beneficiary. Death proceeds would be the property of the 
corporation under this set of circumstances and not subject to the premium pay- 
ment test since the insured possessed none of the incidents of ownership and 
contributed nothing to premium payments. 

3. Juvenile policies (policies issued on the lives of children under 18 years of 
age) under which the parent retained the incidents of ownership until the child 
attains age 18. It is our opinion that the death proceeds, in the event of the 
death of the child prior to age 18, would not be included in the child’s estate since 
the child is not the owner of the policy and is not the beneficiary. Also in nearly 
every instance the funds for payment of premiums are contributed by the parent- 
owner. An exception would be instances wherein the estate of the child is desig- 
nated as beneficiary, but this happens infrequently. We have advised all of our 
policyholders that in the event of the parent-owner’s death prior to the insured 
child attaining age 18 that the cash value of the policy at the death of the parent 
would be included in the gross inventory of the estate of the parent-owner due 
to the fact that the parent could exercise control over the cash values during his 
lifetime and prior to the child attaining age 18. 

4. Policies purchased for the funding of partnership buy and sell agreements 
wherein one partner insures the life of another to provide funds at death for 
the purchase of the deceased partner’s interest. In such instances, the insurance 
is applied for, owned and paid for by a person other than the insured and since 
no contribution is made to premium payments by the insured, the death proceeds 
would not be subject to review under a premium payment test. 

5. Policies issued prior to 1954 wherein I had personal knowledge, due to con- 
ferences with owners of the policies, that the owners would be required to estab- 
lish beyond any question the fact that they had paid premiums out of their own 
independent funds and further that the insured had not contributed directly or 
indirectly to the payment of premiums. In brief, wives who had independent 
means with which to pay premiums out of money inherited or earned by their 
own efforts. 

The elimination of these particular cases reduces the amount which might be 
subject to review under a premium payment test to approximately $3,536,001 
rather than $7,396,000. This reduces the percentage to 3.41. 

On page 204 of the oral testimony, I stated that an actual count reveals that 
3.10 percent in the original study reveals policies where the owner was some 
person or corporation other than the insured. ‘The corrected figure as to policies 
is 1.46 percent. 


Mr. Mitis. The committee will adjourn until 2 o’clock this after- 
noon. 

(Whereupon, at 12:50 p. m., the subcommittee recessed, to recon- 
vene at 2 p. m. of the same day.) 


AFTER RECESS 


(The hearing was resumed at 2 p. m., Hon. Wilber D. Mills, chair- 
man of the subcommittee, presiding. ) 

Mr. Mus. The subcommittee will come to order. 

Our next witness is Mr. Carl H. Berglund. Will you please identify 
yourself and your residence for the purposes of the record ? 


STATEMENT OF CARL H. BERGLUND, CERTIFIED PUBLIC 
ACCOUNTANT, TACOMA, WASH. 


Mr. Beretunp. My name is Carl H. Berglund, and I am a certified 
public accountant from Tacoma, Wash. 
With your permission I would like to speak extemporaneously, and 
I presume the iter copy is in the sean. 
v : 


Mr. Mitis. Without objection, the copy of the statement will appear 
in the record. 
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(The statement is as follows:) 


STATEMENT SUBMITTED BY CARL H. BERGLUND, CERTIFIED PUBLIC ACCOUNTANT, 
TACOMA, WASH. 


A DIscusSION OF THE Girt TAx AND BASIS PROBLEMS AS A CONSEQUENCE OF 
COMMUNITY PROPERTY DIVISIONS SUBSEQUENT TO 1942 AND PRIOR TO APRIL %, 
1948 


Mr. Chairman, gentlemen, certain residents of community-property States 
have received inequitable treatment under the Internal Revenue Code of 1954, 
due to the fact that, subsequent to the calendar year 1942, and prior to April 3, 
1948, they divided with their respective spouses their community property. 

To start at the beginning—in 1945 the Supreme Court of the United States 
decided the Wiener case, Fernandez v. S. G. Wiener et al. (326 U. S. 340). Mr. 
Wiener and his wife were residents of the State of Louisiana at the time of his 
death. The Commissioner of Internal Revenue successfully contended that the 
entire community estate should be taxed in the estate of the husband. 

The tax consequences of such a decision created a great deal of apprehension 
and alarm among community States residents, generally, and, to avoid the impact 
of the Wiener decision, many of these community-property States residents 
divided their community property with their spouses. Some paid gift taxes on 
these divisions in accordance with the Commissioner’s regulations; others did 
not. Subsequently, in three separate decisions, involving California community 
property, the Commissioner’s regulations which stated that divisions of com- 
munity property were gifts from the husband to the wife, and taxable as such, 
were held invalid. These cases are as follows: 

1. Loraine T. Rickenberg, Executrix of the Estate of Edwin W. Rickenberg v. 
Commissioner (177 F. (2d) 114). 

2. Bryant Essick v. U. 8. (88 F. Supp. 23). 

3. Commissioner v. Edward M. Milis (183 F. (2d) 32). 

Under the Revenue Act of 1948, such divided community property qualified 
for the marital deduction, whether or not a gift tax had been paid on the 
division. To correct this seeming inequity, Congress enacted into the Internal 
Revenue Code of 1954, section 2056 (c) (2) (C) (i), which denied the marital 
deduction to such divided community property, also, whether or not a gift tax 
had been paid. Whichever way the Congress turned, it seemed, there was an 
inequity. Whether or not Congress was aware of the problems of the taxpayer 
who had paid a gift tax on such divisions of community property, the fact remains 
that a tax was paid by some taxpayers on a nontaxable transaction, and acting 
in good faith upon the Commissioner’s regulations. These regulations have since 
been modified in T. D. 6015. 

To correct this inequity there was introduced, in the 84th Congress, H. R. 
6802, which would refund gift taxes paid on such nontaxable divisions of com- 
munity property. Treasury’s report on this bill, exhibit 1 enclosed, is very 
favorable to the principle of the bill. Unfortunately for the successful en- 
actment of this measure, Treasury is opposed in principle to legislation grant- 
ing retroactive relief. After H. R. 6802 was introduced, H. R. 11423, H. R. 
11444, and H. R. 11482, all identical bills, were introduced. These bills elimi- 
nated the provision that interest previously paid would be refunded, so that 
all that would be refunded would be the amount of the tax only. These latter 
three measures were drafted by the joint committee staff, at the request of 
Congressman Johnson of California. H. R. 11423, above, was considered by the 
Ways and Means Committee on July 23, 1956, under special rules requiring 
unanimous consent; recommendation being withheld at that time due to 
‘Treasury’s general opposition to all retroactive legislation, as stated heretofore. 

As exhibit 2 of this discussion, I am enclosing a reprint of an article written 
by me and published in the February 1956 issue of Taxes magazine. Comparison 
of the text of this article with Treasury's report on H. R. 6802 will reveal that 
there is no disagreement on the facts or the inequities that were created. It 
should be pointed out that the number of taxpayers affected is expected to be 
few, but that will not deter the Congress from correcting and injustice. 

To make this discussion complete, I enclose as exhibit 3 a copy of H. R. 11423, 
which is the bill considered by the Ways and Means Committee on July 23, 1956. 
The only objection to this bill encountered so far is the technical one by Treas- 
ury to retroactive legislation: therefore, I sincerely hope that its provisions will 
be included in the Technical Amendments Act of 1957. 
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The second phase of this discussion centers around the situation where either 
the husband or wife dies possessed of property, which, at one time was com- 
munity property, but was divided into separate property subsequent to the cal- 
endar year 1942 and prior to April 3, 1948. The community property having been 
divided into separate property, only one-half is required to be probated under the 
laws of the community property States. In most cases today’s values‘are several 
times what they were several years ago. If this community property had not 
been divided, the entire community would have been probated (at today’s values), 
but the estate tax would only be on the community one-half interest of the 
decedent spouse. Notwithstanding this, section 1014 (b) (6) provides that the 
basis of the surviving spouse is his one-half of the community takes the value of 
the decedent’s one-half at date of death, for purposes of determining future gain 
or loss. The spouse with divided community property, however, uses his original 
(usually cost) basis. Here is an opportunity to correct another inequity arising 
from the same kind of circumstance, by amending the code to restore to the 
status of community property that which was divided subsequent to the calendar 
year 1942 and prior to April 3, 1948. 

Exhibit 4 is H. R. 11421, introduced in the 84th Congress, May 23, 1956. This 
bill would have restored to the status of community property, with respect to 
estates of decedents dying after August 16, 1954, community property which was 
divided subsequent to the calendar year 1942 and prior to April 3, 1948. There 
is not a Treasury report on this bill, and no record of previous committee action, 
probably because it was not introduced until late in the session. 

I recommend that both of these measures be enacted into law. There is 
ample precedent for legislation to correct inequities where the taxpayer has 
relied on the Commissioner’s regulations. There appears to be no serious ob- 
jection to the measure which would allow refund of gift taxes previously er- 
roneously paid. There should also be no objection to the counterpart measure 
which would restore the status of divided community property to community 
property for purposes of determining basis in connection with future gain or 
loss. All that is asked for is equitable treatment for all taxpayers, and only 
by enactment of both measures will full equity be restored. 


ExuHrsitT 1 


TREASURY DEPARTMENT, 
Washington, April 9, 1956. 
Hon. JERE COOPER, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


My Dear Mr. CHAIRMAN: This is in response to your request of January 11, 
1956, for the views of this Department on H. R. 6802, a bill to allow credit or 
refund or gift tax erroneously paid by reason of treating nontaxable divisions of 
community property as gifts. It would grant relief to certain taxpayers who 
paid gift tax on divisions of community property between husband and wife 
after the calendar year 1942 and before April 3, 1948. 

Regulations issued under the Revenue Act of 1942, which treated a gift of 
community property as the gift of the husband. The 1942 legislation applied to 
gifts made subsequent to 1942 and prior to April 3, 1948, the effective date of the 
Revenue Act of 1948. The 1948 Act, in general, restored to community property 
States the law as it existed prior to the 1942 legislation, and gave residents of 
noncommunity property States parallel tax treatment. In general, subsequent to 
the 1948 act community property is considered to be owned by the two spouses in 
equal shares for estate and gift tax purposes, and when the first spouse dies only 
his share in included in his gross estate. Consistent with this treatment, the 
1948 act made community property ineligible for the marital deduction. Based 
on the assumption that community property converted into separate property 
during the period from January 1, 1943, to April 2, 1948 (while the 1942 act 
applied), would have been treated as a gift for tax purposes, the 1948 act ex- 
cluded separated property from community property and made the separate 
property in the estate of the husband eligible for the marital deduction. It ac- 
complished this result by specifying that community property converted into 
separate property during the calendar year 1942 or after the enactment date of the 
Revenue Act of 1948 would be considered as community property. By implica- 
tion, community property so converted between January 1, 1943, and April 2, 1948, 
was not considered to be community property. 

After the enactment of the 1948 act, the Court of Appeals for the Ninth Circuit 
in Estate of Edwin W. Rickenberg v. Commissioner (177 Fed. (2d) 114), and 
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Commissioner v. Edward M, Mills (183 Fed. (2d) 32) held that a division of com- 
munity property into separate property, made during the period when the 1942 
community property amendments were in effect, did not constitute a gift from 
the husband to the wife. In conformity with these court of appeals decisions, 
T. D. 6015 (C. B. 1953-1, 396, May 29, 1953) eliminated from the earlier regula- 
tions the provisions which stated that a division of community property after 
1942, and on or before April 2, 1948, constituted a gift. A number of taxpayers 
who had erroneously paid gift taxes claimed and received refunds. In some cases, 
however, the statute had run and refunds could not be made. 

The provisions of the 1948 act in combination with the court of appeals deci- 
sions enable some taxpayers with community property to dispose of three-quart- 
ers of their estate without gift- or estate-tax liability. They were exempt from 
gift tax on community property divided into separate property between January 
1, 1948, and April 2, 1948, and with respect to the husband’s separate property 
were eligible for the marital deduction provided by the 1948 act. To prevent this 
situation from occurring in the future the Revenue Act of 1954 provided that all 
property converted into separate property by husband and wife after December 
31, 1941, would be considered to be community property. No exception was made 
for community property which upon conversion to separate property paid gift 
tax under the pre-1953 regulations but where refunds could not be made because 
of statute had run. It is the purpose of H. R. 6802 to grant refunds in these 
situations, provided the individual who paid the gift tax did not die before 
August 17, 1954. It would have the effect of giving to all those who were 
alive at the time of the enactment of the Revenue Act of 1954 equal treatment 
with respect to community property separated between January 1, 1943, and 
April 2, 1948, whether or not the statute had run by the time the court of appeals 
had declared the tax on such separation invalid. 

Under the bill, taxpayers who paid gift tax on divisions of community property 
described above would have a period of 1 year from the date of the bill’s enactment 
to file a claim for credit or refund of the gift tax paid, provided the individual re- 
quired to pay such tax did not die before August 17, 1954. While the exact 
number of refunds which would result from enactment of this legislation is 
unknown, it is expected to be small. Moreover, it is not anticipated that any 
major administrative problems would be created for the Revenue Service. 

Enactment of H. R. 6802 would grant retroactive relief to a small number of 
taxpayers and the Department is opposed in principle to legislation granting 
retroactive relief. In the event the committee elects to give favorable consider- 
ation to H. R. 6802, the Department will want to suggest some language changes 
to remove certain ambiguities contained in the present draft of the bill. 

The Director, Bureau of the Budget, has advised the Treasury Department 
that there is no objection to the presentation of this report. 

Sincerely yours, 
Dan THROOP SMITH, 
Special Assistant to the Secretary in Charge of Tax Policy. 





EXHIsitT 2 
DIVISIONS OF COMMUNITY PROPERTY PRIOR TO 1948 


By Carl H. Berglund 


Strike three and out! In interpreting 1939 Code section 1000 (d), which made 
gifts of community property the gifts of the husband generally, the Commissioner 
went a step further and by regulation stated that the division of community 
property was the gift of the husband and taxable as such. Three taxpayers dis- 
agreed with the Commissioner and, in subsequent court actions, their views were 
upheld. This article favors the enactment of H. R. 6802, which seeks to allow 
credit or refund of gift tax erroneously paid by taxpayers in similar situations. 

Since the enactment of the Revenue Act of 1948, which gave to residents of 
noncommunity property States generally the same benefits as were recognized 
to accrue to residents of community property States, the Commissioner has had 
very little reason to quarrel with the property laws of community property States. 
This was not the situation prior to the enactment of the Revenue Act of 1948. 

The Révenue Act of 1942, section 1000 (d) of the 1939 Code, made gifts of com- 
munity property the gifts of the husband, generally. This was the law for gifts 
subsequent to 1942 and prior to April 3, 1948. The Commissioner, in his regula- 
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tions, went a step further and stated that the division of community property 
was the gift of the husband, and taxable as such. 

There were three people (all residents of California) who disagreed with the 
Commissioner, and threw him some curve balls. The first was Edwin W. Ricken- 
berg (Loraine T. Rickenberg, Exrecutriz of the Estate of Edwin W. Rickenberg v. 
Commissioner, 49-2 U. S. T. C. § 10732, 177 F. (2d) 114 (CA-9)). In December 
1942, Mr. Rickenberg and his wife transferred their California community prop- 
erty into a tenancy in common. The donor died and the Commissioner 
attempted to tax the transfer as one having been made in contemplation of death. 
He lost with respect to the post-1927 property. Result: Strike one. 

Mr. Bryant Essick took his turn in the pitcher's box and with his wife made a 
division of community property in 1943 by converting their California com- 
munity property into separate property, each as tenants in common. Result: 
Strike 2 (Bryant Essick y. U. S8., 49-2 U. S. T. C., pars. 10740, 10744, 88 F. Supp. 
23 (D.C. Calif.) ) 

The third pitcher, Edward M Mills, orally agreed to divide with his wife his 
earnings during the years 1948, 1944, and 1945, so that each might hold one-half 
thereof as his or her separate property. Result: Strike 3 (Commissioner vy. 
Edward M, Mills, 50-1 U. 8S. T. C., par. 10773, 1883 F. (2d) 32 (CA-9)). 

The Commissioner apparently has agreed with these decisions by having pub- 
lished T. D. 6015, 1953-1 CB 396, approved May 29, 1953. 

It should be remembered that the Revenue Act of 1948 was passed before the 
adjudication of these cases. Section 371 of the Revenue Act of 1948 (sec. 812 
(e) (2) (C) (i) of the 1939 code) provided: “If during the calendar year 1942 
or after the date of the enactment of the Revenue Act of 1948, property held as 
such community property (unless considered by reason of subpar. (B) of this 
paragraph as not so held) was by the decedent and the surviving spouse con- 
verted, by one transaction or a series of transactions, into separate property of 
the decedent and his spouse * * * the separate property so acquired by the 
decedent * * * shall, for the purposes of clauses (i), (ii), and (iii) of subpara- 
graph (B), be considered as ‘held as such community property.’ By the process 
of elimination, then, it can be seen that gifts during 19483 and prior to April 3, 
1948, would not be considered as “held as such community property.” For estate 
planning purposes, therefore, community property State residents who made 
divisions of community property as Messrs. Essick and Mills did, during 19438 
and after, but prior to April 3, 1948, could count on using the marital deduction 
for the part remaining of the community property divided and now part of the 
separate estates of the spouses. This was too good to be true, and Congress saw 
fit to correct this seemingly double tax benefit in the Revenue Act of 1954. See- 
tion 2056 (c) (2) (C) (i) of the Internal Revenue Code eliminated this situation 
and prevented the marital deduction for community property divided subse- 
quent to December 31, 1941. 

So nobody is hurt and everybody is happy. But, what about the taxpayer who 
made a division of community property subsequent to the year 1942, ran afoul 
of the Commissioner’s regulations since invalidated), paid the tax on the divi- 
sion, and now the statute of limitations has run? This taxpayer had some equity 
under the Revenue Act of 1948, because he would have been able to take the 
marital deduction on his half of the remaining community property in the estate 
after the division, at his death. This seemed equitable because he did pay a tax, 
and that was the reason that the Revenue Act of 1948 was legislated with that 
provision in it, but it must be remembered that of our battery of pitchers 3 did 
not win their cases until after the passage of the Revenue Act of 1948. It appears 
that Congress has taken a “shotgun” approach to the problem. In trying to pre- 
vent giving Messrs. Essick and Mills both a tax-free gift (division) and a mari- 
tal deduction on the same community property, they completely wiped out in 
the Revenue Act of 1954 whatever equities our theoretical taxpayer, who paid 
his gift tax on a community property division, may have had under the Revenue 
Act of 1948. 

The game is not yet over. We are going into an extra inning. In the last ses- 
sion of Congress there was introduced by a Congressman from the State of 
Washington (a community property State) H. R. 6802. This legislation is de- 
signed to accord to taxpayers, who may have paid gift taxes on divisions of 
connnunity property, the same equities as are afforded Messrs. Essick and Mills. 
This bill simply extends the statute of limitations on such cases for 1 year after 
the enactment of the bill. 

It appears that the Commissioner will have no objection to the passage of this 
legislation. He has already stated his position’on divisions of community prop- 
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erty in T. D. 6015. Finally, as a clinch-all, in 2 separate letter rulings, dated 
August 9, 1955, and September 6, 1955, the Commissioner has agreed that where 
the lifetime specific exemption was applied on divisions of community property 
and a gift tax paid thereon (erroneously), no part of the lifetime exemption is 
to be considered as having been used on such divisions. These 2 letterrulings 
have since been incorporated into a revenue ruling by the Commissioner (Rev. 
Rul. 55-709, I. R. B. 1955-48, 23.) : , 

H. R. 6802 will need the support of all residents of community property States, 
even though it may affect a very few. Constant vigilance is the price of liberty 
and freedom from the encroachment by Federal tax law on property laws of 
community property States. ; 

(Reproduced from February 1956 issue of Taxes The Tax Magazine. Copy- 
righted, 1956, Commerce Clearing House, Inc., Chicago, Ill. All rights reserved. ) 





EXHIBIT 3 
LH. R. 11423, 84th Cong., 2d sess. ] 


A BILL To allow credit or refund of gift tax erroneously paid by reason of treating 
nontaxable divisions of community property as gifts 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembied, That (a) if— 

(1) in determining the tax under chapter 4 of the Internal Revenue Code 
of 1939 (relating to gift tax) for any calendar year there was included in 
the net gifts for such calendar year or for any preceding calendar yeur any 
division of community property occurring after the calendar yeur 142 and 
before April 3, 1948; and 

(2) credit or refund of any overpayment of any such tay attributable solely 
to including such division of community property in such net gifts was pre- 
vented on August 16, 1954, by the operation of any law or rule of law (other 
than section 7121 or section 7122 of the Internal Revenue Code of 1954, or 
corresponding provisions of prior law, relating to closing agreements and 
compromises ) , 

then credit or refund of such overpayment may, nevertheless, be allowed or 
made if the individual required to pay such tax did not die before August 17, 
1954, and claim for the credit or refund is filed within one year after the date 
of the enactment of this Act. 

(b) For purposes of this Act the term “division of community property” 
means— 

(1) Any division of property held as community property under the law 
of any State, Territory, or possession of the United States, or any foreign 
country, between husband and wife into the separate property of each: 
and ' 

2) Any transfer by the husband and wife of any part of such community 
property into the separate property either of the husband or of the wife, 
or into a joint estate or tenancy by the entirety of both spouses. 

(c) No interest shall be allowed or paid on any overpayment resulting from 
the application of this act. 





OxHipir 4 
[H. R. 11421, 84th Cong., 2d sess. ] 


A BILL Relating to the income tax basis, in the hands of a surviving spouse 
property previously held as community property 


. OF Certain 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 1014 (b) (6) of the Internal 
Revenue Code of 1954 (relating to basis of a surviving spouse's one-half share 
of community property) is amended by inserting “(A)” after “(6)” and by add- 
ing at the end thereof the following new subparagraph : ' 

“(B) In the case of decedents dying after August 16, 1954, property to which 
subparagraph (A) would apply and which would represent the surviving spouse’s 
one-half of community property held by the decedent and the surviving spouse 
under the community property laws of any State, Territory, or possession of 
the Wnited States or any foreign country if such community property had not 
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been divided under such laws into the separate property of each spouse before 
April 3, 1948.” 

Sec. 2. Section 7851 (a) (1) (C) of the Internal Revenue Code of 1954 (re- 
lating to applicability of revenue laws) shall apply with respect to the amend- 
ment made by this Act as if such amendment had been included in such code 
at the time of its enactment. If credit or refund of any overpayment resulting 
from the enactment of this Act is prevented on the date of the enactment of this 
Act by any law or rule of law (other than section 7121) or section 7122 of the 
Internal Revenue Code of 1954, relating to compromises) then credit or re- 
fund of such overpayment may, nevertheless, be allowed if claim therefor is 
filed within one year after the date of the enactment of this Act. 

Mr. Breretunpb. The problem which I wish to discuss with you today 
concerns an inequity in the 1954 Code due to the divisions of commu- 
nity property subsequent to the calendar year 1942 and prior to April 
3, 1948. Community property was divided by some residents of com- 
munity property States during this period so that the husband and 
wife at the death of either would be possessed of only one-half of the 
community estate for estate-tax purposes. Under the 1939 Code, divi- 
sions of community property were not specifically mentioned as being 
taxable gifts. However, the Commissioner in his regulations on those 
kinds of divisions stated that they were considered to be gifts of the 
husband to the wife. 

Some taxpayers, acting in reliance and in conformity with the Com- 
missioner’s regulations, paid gift taxes on these divisions and there 
are some who did not pay gift taxes on these divisions. 

In 1948, the Congress adopted the Revenue Act of 1948 which for 
the first time brought into play the marital deduction concept and the 
income-splitting concept, and this was applicable to the three different 
kinds of taxes—gift taxes, income, and estate taxes. The result of this 
was to generally give the benefits of community property State resi- 
dents to the residents of non-community property States. 

Under section 812, and I forget the exact sabessti number, divi- 
sions of community property during this period which I just men- 
tioned could qualify for the marital deduction which seemed to be 
equitable because they had paid a gift tax on it. 

I am saying that because the Treasury assumed that their regula- 
tions were being followed along that line also. But after the enact- 
ment of this Revenue Act of 1948, there were three California deci- 
sions, mentioned in my statement, which in effect declared the Com- 
missioner’s regulations invalid. 

Those residents who had not paid gift taxes but had contested the 
Commission’s decisions had, under the 1948 act, divided community 
property without a gift tax and then could also take a half of it and 
divide it again as between themselves, thus in effect, permitting a 
transfer of three-fourths of their estate without any kind of tax. 

This was an inequity that Congress saw fit to correct in its enact- 
ment of the 1954 Code, section 2056 (c). 

Now, that took care of these residents who had not paid their gift 
taxes on their community property divisions and also it took care of 
those residents who had paid and filed claims for refunds, timely 
claims for refunds, within the statute of limitations and still nobody 
was hurt and everything is equitable up to this point. 

However, there were certain taxpayers in these community-prop- 
erty States who had paid gift taxes on these divisions, acting in good 
faith on the Commissioner’s regulations and the statute of limitations 
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had run out. In the last Congress, Mr. Chairman, and this is old stuff 
to Mr. Stamm because I have talked it over with him many times, 
Mr. Tollefson introduced H. R. 6802 and we had the Treasury report 
on the bill which I felt was very, very favorable but the Treasury 
objects to retroactive-type legislation in principle and that was the 
an objection to the bill, it seemed, 

However, the bill, or the provisions of the bill, were further watered 
down with the introduction of three companion bills, H. R. 11423 and 
H. R. 11444 and H. R. 11482. These were all identical bills and one 
of them was introduced by Congressman King, of California. These 
three identical bills were much more simple than the first bill, H. R. 
6802. They only provided for paying back the gift taxes. There is 
no interest involved in these subsequent bills. 

In order to make the issue as clear cut as possible and to lean 
over backward in our attempt to restore equity as far as having paid 
gift taxes on these community property tax divisions, that was ; done. 
In the last Congress there were many, many equitable bills that were 
not reported out of committee. That was one of them. 

Now, there are two phases to my talk today and I do not know 
whether you wish to interrupt me at this point to ask me about any 
question you may have on the refund of the gift taxes. 

Mr. Muts. If I may, Mr. Berglund, the purpose of the legislation 
that you referred to and what you want done, is to make it “possible 
for this group or this person to receive a refund of the gift taxes 
already paid. 

Mr. Bereiunp. Yes. 

Mr. Mitis. Without interest, of course. 

Mr. Berciunp. Without interest; yes. The law is established which 
will permit the refund and the only thing that does not permit it is 
the statute of limitations. The law is established in 1 tax court de- 
cision and 2 circuit court decisions in California. 

Mr. Miius. Will you proceed ? 

Mr. Beretunp. The second phase of the problem deals with what 
happens co this divided community property on the death of either 
of the spouses. The Revenue Act of 1948 had in it a provision that 
community property, subject to the probate in any one of the com- 
munity property States or Territories having community property 
laws, the property of the surviving spouse, would take the s same basis 
as the property of the deceased spouse in her or his estate in the 
time of death. 

It could be up or down but in most cases today, due to inflation, it 
is up. In other words, there is a stepped-up basis there for the sur- 
viving spouse without payment of any tax of any kind, provided that it 
was subject to probate under the laws of a community property State 
or Territory. 

This property, once having been divided, becomes separate prop- 
erty. Either spouse having died, the remaining spouse or surviving 
spouse uses his original basis for purposes of computing future gain 
or loss should he decide to sell that part of his divided community 
property. He then is in an dopgnitable position from the standpoint 
of those who had not divided their community property. 

The second part of my discussion here incorporates a bill, H. R. 
11421, also introduced in the last Congress, which would restore to 
divided community property subsequent to the calendar year 1942 
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and prior to April 3, 1948, the same status as it had before the divi- 
sion. This is equitable also, in my opinion. 

In talking to people in the Treasury and in talking to people in 
Congress about the problems involved here on these community prop- 
erty “divisions, they were aware that there might have been cases like 
this of divided community property but they did not know how many. 
The only approach they could have taken was the approach that they 
did take in enacting the Revenue Code of 1954 to prevent, as I men- 
tioned before, the situation where a man could divest himself to his 
wife, or the wife to her husband, of three-fourths of his or her estate 
without estate tax or gift tax of any kind on it. 

I think they were just waiting for some taxpayers who might be 
adversely affected to come before this committee or Treasury and ask 
for relief. 

Now, Mr. Chairman, I represent 1 client and there are 2 others 
in California that I know of. Treasury has told me that there is 
possibly a third. This has been in the public eyes since February 
of 1956 at which time there was an article on this printed under my 
signature in a national technical magazine and I never heard of any 
other instances of this. The amounts involved, as Treasury has said 
in its report, would be very small. However, I think that the size 
should not deter the committee or the C ongress from granting relief 
or granting equity. 

I did not have it in my brief and I did not have it anywhere else, 
but I might mention that the California Bar was interested in H. R. 
7980 in the 84th Congress also, which dealt with divisions of commu- 
nity property. Also, the section involved was 1014 (b) (6) of the 
1954 Code. I just put that in for additional information at this time. 

Mr. Mitts. Does that complete your statement, Mr. Berglund? 

Mr. Berctunp. Yes, sir. 

Mr. Mitxs. Are there any questions ? 

Mr. Ikarp. Mr. Berglund, as I understand the second phase of your 
statement—I think we all understand the first phase of it—you are 
suggesting there that in these instances where there has been a division 
of ¢ community property all that you are proposing is that the people 
that did divide their property now be allowed to be in the same position 
as the people that did not, as to taking the value of their property to 
where they would not be penalized from having acted under a previous 
provision of the law. That is what it amounts to: is that right ? 

Mr. Beretunp. That is right. That goes back, you see, and I said 
I was through, Mr. ¢ ‘hairman, but a ‘sparkplug’ or the trigger for 
all of these actions was the Wiener case in 1945, a Louisiana case. 

Mr. Ikard knows of this. That is whet the Supreme Court of the 
United States as mentioned in my brief, said that the husband in effect 
was the manager of the community estate and therefore, the entire 
community was taxable for estate-tax purposes on his death. 

This threw a great deal of consternation into the ranks of the tax- 
payers of the community States. 

Mr. Minis. Are there any further questions? 

If not, we thank you, Mr. Berglund, for your appearance and the 
information you have given the committee. 

The next witness is Mr. John P. Good. 

Would you give your name and your residence for the purpose of 
the record, please?” 
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STATEMENT OF JOHN PAUL GOOD, SECRETARY OF THE TEACHERS 
INSURANCE & ANNUITY ASSOCIATION OF AMERICA, NEW YORK, 
R. °%: 


Mr. Goop. My name is John Paul Good, and I come from Port 
Washington, N. Y. Iam the secretary of the Teachers Insurance and 
Annuity Association of America, New York, N. Y. 

May I first request leave to file my prepared statement for the record 
and proceed extemporaneously ¢ 

Mr. Mitts. Without objection, the entire statement will appear in 
the record. 

(The document is as follows :) 


STATEMENT OF JOHN Patt Goop, TEACHERS INSURANCE & ANNUITY ASSOCIATION 
or AMERICA, New York, N. Y. 


My name is John Paul Good, and I live in Port Washington, N. Y. I am secre- 
tary of Teachers Insurance and Annuity Association of America, New York, 
N. Y., on whose behalf I am appearing to discuss item No. 13 on the list of tax 
problems submitted by the Treasury and the joint committee for the considera- 
tion of this committee at its present hearings, and also a related problem under 
the 1954 Code. 

The proposal in item No. 13 is to limit annuity contributions of tax-exempt or- 
ganizations for their employees to 10 percent of current salary per year, and to 
limit contributions for past service in somewhat similar manner. This proposal 
is said to result from an unintended benefit to certain persons who are receiving 
all or almost all of their compensation from educational organizations in the 
form of an annuity, claiming that this results in a deferment of income tax. 

The suggested limit greatly disturbs us because of its effects, undoubtedly 
unintended, on the retirement plans of the institutions we serve. It is our belief 
that the problem stated by the staff can be taken care of appropriately under 
existing law. Revenue Ruling 54-267 (exhibit A attached) has already shown 
that the exceptionable arrangements are not in accordance with the law; and a 
properly drawn regulation can be promulgated to cover the situation on a gen- 
eral basis. Until there is much better evidence than now exists that this is not 
possible, it is not appropriate to suggest that the Congress adopt measures which 
have effects that reach much further than the evil complained of. We further 
believe that the inclusion of this proposal for the committee's consideration 
highlights the question of certain unintended hardships under related provisions 
of the 1954 Code as they affect the retirement plans of exempt organizations, and 
we wish to take this opportunity to call attention to these hardships. 

First, however, a few words about the nature and background of Teachers’ 
Insurance and Annuity Association of of America will be helpful to put the 
problem in perspective, and to demonstrate the adverse effects of the proposal. 
Teachers Insurance and Annuity Association of America was organized in 1918 by 
the Carnegie Corp. and Carnegie Foundation as a legal reserve life insurance 
company to serve as a central funding agency for the retirement plans of colleges, 
universities, and related educational organizations throughout the United States 
and Canada. TIAA has grown through the years until it now includes 722 co- 
operating institutions which have regularly retirement plans with us. A list of 
these cooperating institutions is attached hereto as an appendix. I wish to em- 
phasize that all of these 722 institutions are participating, not in a mere sporadic 
purchase of annuities for staff members, but in regular retirement plans. Under 
these retirement plans nonforfeitable retirement annuities are purchased for 
staff members which they may take with them wherever they go, so that the co- 
operating institutions from a system of transferable retirement provisions. 
Many of these institutions are large, such as Yale, Princeton, the University of 
Pittsburgh, Northwestern, and Stanford, and State universities such as Wash- 
ington, Arkansas, and Iowa; and many are small; but all have overburdened 
administrative staffs. TIAA therefore has a considerable responsibility in 
counseling these institutions concerning their retirement plans, 

The tax consequences of the contributions of exempt organizations for an- 
nuities for their employees first came into question in the early 1930's. A com- 
mittee of the American Association of University Professors headed by Mr. 
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Roswell Magill took up the problem, and in 1953 Columbia University applied 
for a ruling as a test case. It was then held by the Bureau of Internal Revenue 
that the contributions of the university toward annuities for its employees were 
not currently taxable income to the employee. In that same year, to clarify some 
minor technical details, TIAA applied for a similar ruling on a general basis and 
the Columbia ruling was again confirmed by the Bureau. 

The present provisions for qualification of retirement plans were introduced 
in section 165 of the Revenue Act of 1942. When these provisions were under 
consideration, a number of people expressed concern that it might be difficult 
to fit the retirement plans of tax-exempt organizations into these requirements. 
The former vice president and general counsel of our organization and our 
former secretary discussed the question with the staff of the joint committee, 
and we understand that others, including Dean Griswold of Harvard, did like- 
wise. An exempt organization cannot obtain tax deductions for its pension 
contributions, which are thus paid in 100-cent dollars; and no problem of trust 
income arises under our plans. This it was appropriate to make a special pro- 
vision for annuities purchased for employees by exempt organizations which 
would confirm the treatment previously given by ruling. This provision was 
accordingly included in section 22 (b) (2) (B) in the 1942 amendments of the 
1989 Code, and was continued in section 408 (a) (1) of the 1954 Code. Thus, as 
noted in the staff memorandum, if there is any unintended benefit involved in 
this provision, it is not the result of the 1954 Code, but comes from law existing 
considerably prior to that time. 

The problem stated in the first paragraph of item No. 15 is the only real 
problem which has emerged under this section to our knowledge and accord- 
ing to our information from the Treasury and the Internal Revenue Service. 
It appears that in a number of cases an exempt employer (the situation is not 
limited to educational organizations as the staff memorandum would imply) 
has permitted an employee to elect that some part, or perhaps even all, of his 
compensation be applied to the purchase of an annuity contract rather than being 
paid directly to him in the form of salary, on the theory that such a purchase 
would not result in currently taxable income to the employee. Such a person 
would ordinarily be a professional man employed only part time by the institu- 
tion, who felt that the relatively small amounts that he was being paid by the 
institution were scarcely worth it in his tax bracket unless some means of 
tax avoidance could be found. Incidentally the desire for this type of arrange- 
ment on the part of a professional person may stem partly from the pressure 
of the situation contemplated by the proposed Jenkins-Keogh amendment; 
namely, the inability of the professional man to participate substantially in a 
retirement plan similar to that available to those who derive most of their 
compensation as employees. This, of course, is merely an explanation and not 
an excuse for the type of scheme which is here subject to criticism. 

A situation of this sort first came to our attention in about 1952 and as a 
few others appeared we became concerned. Not only did we feel that this was 
an undesirable plan if effective, but we also felt that its effectiveness was 
subject to real question under the existing law, since if the institution was 
purchasing the annuity with money which would otherwise have been paid 
as salary, in substance the purchase was not by the institution but by the 
employee. We therefore sent out a bulletin to all colleges and universities in 
April of 1953 calling attention to the dangers of the situation. We were gratified 
when in 1954 the Internal Revenue Service issued Revenue Ruling 54-267 
(exhibit A). This ruling was in response to a request concerning a plan of 
exactly the nature described above. It was held that such a purchase of an 
annuity was not the type of annuity contemplated in section 22 (b) (2) (B) of 
the 1989 Code, and that consequently the consideration paid for such an annuity 
was includible in the taxable income of the employee for the year in which 
the purchase was made. This ruling has appeared to us to be entirely con- 
sistent with the law, not only on the intent of Congress, but also on ordinary 
considerations of constructive receipt; and in our discussions with the Internal 
Revenue Service we have had no intimation that they felt that there was any- 
thing questionable about this ruling. 

Nevertheless, as is the nature of rulings, Revenue Ruling 54-267 was confined 
to a specific set of facts and did not state any general principle. It is not sur- 
prising, therefore, that additional requests for rulings were stimulated where 
various taxpayers conceived that they had a situation somewhat different from 
that specifically described in Revenue Ruling 54-267. 

Under these circumstances it was desirable that a general regulation be adopted 
to clarify the situation in terms of general principle. When the proposed Treas- 
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ury regulations concerning retirement plans under sections 401 to 404 of the 
1954 Code were released in September 1955, however, the only reference to an- 
nuity plans of exempt organizations was simply in terms of the statute; and no 
comment was made on the subject at the hearings on the regulations, to our 
knowledge. Nevertheless, when the final regulations were released on September 
24, 1956, they contained a very fundamental change in the form of subparagraph 
(3) of paragraph (a) of section 1.403 (a)-1, a copy of which is attached as 
exhibit B. 

Obviously, it would be more appropriate to comment on this regulation at a 
hearing called for the purpose by the Internal Revenue Service. We would be 
very happy at any time to confer with representatives of the Service on this 
subject or on the possibility of certain clarifying rulings, and, in fact, we have 
already had some preliminary discussions to that end. The inclusion of this 
subject in the present hearings, however, has brought matters to a head much 
too rapidly for continuation of present discussions with the Service, and since 
item No. 18 seems to be intimately involved with the regulation, some comments 
appear to be in order. 

We believe that the general principle as stated in the regulation does not strike 
at the heart of the matter. Likewise, we believe that the attempt in the regu- 
lations to apply a test which would simply consider the amount of contributions 
in relation to salary, without any other facts being taken into account, could 
not be supported under the existing law. At least the test was to be applied in 
a flexible manner, however, and a certain amount of latitude over 10 percent of 
contributions was to be permitted. In addition there are certain ambiguities 
which might lead to the conclusion that any increase in the level of an employer’s 
contributions under an existing retirement plan would be prohibited. Some of 
these problems could perhaps have been worked out with the Internal Revenue 
Service ; and we intend to make some suggestions subsequently in this statement 
which should take care of most of the problems. 

Item No. 13 appears to be an outgrowth of this regulation, possibly brought 
about by doubts as to its validity. The principal difference is that the proposed 
legislation is much more arbitrary in its cutoff of 10 percent than are the regula- 
tions, which apparently allow a zone in which other facts will be taken into 
consideration. 

We believe that it is not practical to apply any fixed limit of contributions to 
retirement plans unless that limit is sufficiently high that it would probably be 
meaningless to attain the result sought. Certainly, however, the proposed limit 
of 10 percent is too restrictive when viewed against the needs of the retirement 
plans of our 722 cooperating institutions. In 1950 a joint committee of the 
American Association of University Professors and the Association of American 
Colleges conducted a thorough study of college retirement planning (Association 
of American Colleges Bulletin, May 1950, pp. 308-328). One of the conclusions 
of this study was that as far as possible a system of retirement annuities for 
educators should provide approximately 50 percent of average salary over the 
last 10 years of service. While a number of our institutions have plans under 
which total contributions amount to 10 percent (this is practically a minimum 
plan with us), measured against this standard such a plan is scarcely a passable 
one. A retirement plan calling for contributions of 15 percent of salary produces 
much more adequate benefits under current conditions, and many of our institu- 
tions have such plans. Attached as exhibit C is a comparison of the benefits 
produced under our annuities by 10 and 15 percent retirement plans, respectively, 
under different assumed levels of salary progression and ages at entry into the 
plan. It should be emphasized, as appears from the exhibit, that even 15 
percent plans are adequate only under assumed normal circumstances, and 
particular problems as late entry into the retirement plan or inflationary 
increases of salary in the later years of employment can make retirement benefits 
distressingly inadequate. In addition changes of retirement plans (such as 
changes in retirement age) may give rise to complicated problems of equity for 
participants who have been in the plan for some time. Any of these problems 
may give rise to a need for additional or special contributions to bring benefits 
up to a reasonable level. 

Social security has helped to compensate for past deficiencies in retirement 
plans, but there is considerable difference in philosophy as to whether social 
security is an independent matter between the employee and his Government, or 
whether the employer should take some credit for it. Neverthless we are attach- 
ing as exhibit D tables showing the effect of adding the full OASI primary 
insurance amount to plan benefits. 





























































































































































































132 TECHNICAL AMENDMENTS TO INTERNAL RE\£NUE CODE 


The limitation suggested in item No. 13 presupposes a money-purchase system of 
retirement benefits, since it is stated in terms of the contribution as a percentage 
of salary. Actually this is the system generally employed in TIAA plans, but 
it is somewhat unusual in the broader field of present-day retirement planning. 
In TIAA it is the result of the system of fully vested nonforfeitable annuities 
which we maintain to assure the mobility of educators from one institution to 
another while still preserving the provisions for their retirement. Annuities 
issued by us under college retirement plans are the individual property of the 
faculty member, and it is this individual annuity which is his assurance that 
wherever he goes he may continue to build up his benefits towards retirement. 
The resulting money-purchase basis is simple in form and is simpie for the 
institution to administer, but it gives rise to a number of difficult technical consid- 
erations if any limit is to be applied to contribution rates. 

The unit-benefit plan of financing retirement benefits is an equally acceptable 
method widely used in industrial and Government employment. This method 
would be difficult to fit in with almost any arbitrary ceiling on annual contribu- 
tions. Under this plan, the contribution rate is not fixed, but instead the em- 
ployer undertakes to purchase a specified precentage of the individual’s salary 
“ach year as a retirement annuity commencing at a fixed retirement age, say, 
age 65. Here the contribution is determined as the cost of providing this benefit. 
While this is relatively low in the early years, as the employee approaches retire- 
ment age the annual contribution to purchase the same benefit becomes much 
higher because of the shortened period of accumulation at interest. Attached 
as exhibit E is a table which illustrates the progression of contributions which 
would be required on this plan for fully vested unit benefits of 1144 and 2 percent 
of salary for each year of service payable as an annuity beginning at age 65. 
It will be seen from this table that under this system at age 30 contributions are 
almost 10 percent even at the lower benefit rate, and that by age 60 the required 
contribution will reach 18.8 and 25.1 percent, respectively. A few of our institu- 
tions use this system, or a rough approximation of it, and undoubtedly there 
are a number of others outside of our sphere who would be similarly affected 
by an arbitrary limit. 

The foregoing discussion is in terms of the total contributions which are made 
annually for retirement benefits. The employer’s contribution would be reduced 
in cases where contributions are required from the employees toward the cost 
of the plan, which is usually the case with us. Nevertheless, we believe that 
in considering any limitations upon the employer’s contribution to a retirement 
plan it is not proper to assume that the retirement plan must be contributory 
or to adopt a limit that would force a contributory basis. Several eminent insti- 
tutions among our cooperating organizations have noncontributory retirement 
plans calling for employer contributions in excess of 10 percent. Certainly 
there appears to be no reason to prevent an employer from changing his plan 
to a noneontributory basis, either from a desire to be more generous to staff 
members or because of the present income-tax discriminations against contribu- 
tory retirement plans, when such a change is permitted under qualified plans. 

An additional unfortunate feature of the proposal in item No. 13 is the pro- 
vision that any annuity for an employee bought with a contribution of over 
10 percent of salary would deprive all other employees of the tax benefits of 
a retirement plan. This treatment would be distinctly more unfavorable than 
is found in the qualified retirement plans of commercial employers. Here it 
seems to be clearly accepted that this existence of a separate nonqualified 
plan or individual provision for an officer or employee of the organization will 
not spoil the retirement plan of the whole organization, so long as the plan 
itself meets with the statutory standards. It seems only appropriate that this 
principle should be applied equally to exempt organizations if a limitation 
is set up as a basis for tax deferment. As a matter of fact, even as to an 
individual employee it would seem that the part of the retirement contribution 
up to the limiting amount should be granted tax deferment even though the excess 
is not to be treated likewise. 

The proposal contains a provision for crediting of past service at a rate of 
10 percent per year of past service either on current salary or on past salary. 
This would not be sufficient, however, to put the employee on the same basis as 
he would have been if such contributions had been made during years of past 
service, since an interest factor should be added to accumulate the contributions 
to produce such an equivalent. This adjustment for past service is, in  faet, 
similar to a number of the other adjustments referred to above for previous 
inadequate benefits, recent periods of inflation, late starting ages, and changes 
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of retirement age, any of which may be equally appropriate to provide. In 
this connection the AAUP-AAC study previously referred to concluded that 
both where a new retirement plan is initiated or an old one changed, special 
financial arrangements should be made or the new plan gradually introduced 
to provide for those adversely affected. It might be proper that any of these 
adjustments be made either as a single sum contribution or on a level premium 
basis, depending on the convenience of the institution. Since an exempt organi- 
zation has no occasion to manipulate deductions for such provisions, there 
seems no reason to require that they be confined within an arbitrary limitation 
on contributions. 

We do not believe, however, that the need has been shown for a proposal such 
as item No. 13 which reaches so much further than the abuse which is under 
criticism. We believe instead that this abuse can be taken care of appropriately 
under existing law, as exemplified by Revenue Ruling 54-267. This ruling should, 
of course, be considerably strengthened by a general regulation which would 
give notice of the general principle involved and guidance as to the types of 
arrangements which are not in accordance with law, and which would not be 
subject to the objections of the regulation quoted in exhibit B. Without pre- 
suming to undertake specific draftsmanship, a sound and defensible regulation 
could go somewhat as follows. First, as a statement of general principle it 
would be said that the purchase of an annuity contract as set forth in section 
403 (a) (1) means a bona fide purchase of an annuity with the primary intent 
of providing for the retirement of the staff member and not the dealing with 
sums of money which might otherwise have been paid to the employee by way 
of current compensation. Then a number of factors could be laid down which 
in their total effect would be taken into consideration in determining whether or 
not there was a bona fide purchase. These factors would include: 

1. The amount of the employer’s contribution and the benefit purchased by 
it in relation to the current salary of the employee. 

2. Whether the contribution was made under a retirement plan applicable to 
a class or classes of employees. 

3. Except as to contributions under such a retirement plan, whether the em- 
ployee was substantially a full-time employee deriving the major part of his 
compensation from the exempt organization. 

4. Whether the contribution was the result of an individual agreement or 
option to apply money which would otherwise have been paid either as current 
salary or as an increase in salary. 

5. Whether the employee was a creator of or a substantial donor to the exempt 
organization. 

In addition to such a regulation the Treasury may wish to consider the intro- 
duction of a reporting requirement, as information only, for annuity purchases 
by tax-exempt organizations in excess of, say, 20 percent of the current salary of 
the employee. Such a requirement could be instituted under the general pro- 
visions of section 6033 as to exempt organizations, or section 6051 as to employees. 
In the latter case the analogy to the treatment in reporting of disability payments 
suggests itself. The requirement of a report would in itself have a deterrent 
effect if some improper arrangement were contemplated. In addition it would 
enable the district director to consider any case which appeared particularly out 
of line, and to match up any such purchases with individual income-tax returns 
to determine whether perhaps the purchase or some portion thereof should be 
included in the individual's income. 

We would also like to call attention to a related problem arising under certain 
hew provisions in the 1954 Code which by the terms of the law were confined 
to qualified plans, and in which equal treatment was not given to the retirement 
plans of exempt organizations. These provisions are section 403 (a) (2) (capital 
gains for single-sum distributions), section 101 (b) ($5,000 nonforfeitable death 
benefit exemption), and section 2089 (c) (estate-tax exemption for benefits re- 
sulting from employer contribution). Since all of these sections refer only to 
plans described in section 401, the plans of exempt organizations described in 
section 408 (a) (1) are not included. The technical inadequacies of these 
cross-references, however, have already been noted in at least one case, since in 
the technical bill presented for these hearings an amendment to section 2089 (c) 
is proposed to improve the cross-reference even within section 401. We feel that 
it is appropriate to suggest that this improvement of cross-references be made 
fully consistent and instead in each of these sections cross-reference be made to 
annuities described in section 403 (a) (1), thus giving a uniform treatment to 
the plans of exempt organizations under all of these provisions. 
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We make this suggestion not because we have any particular brief for any 
of these new sections of the code as such. We believe, however, that the original 
intent of Congress in deciding in 1942 that the retirement plans of exempt organi- 
zations should receive the same treatment as the qualified plans of commercial 
employers was a sound one. This consideration seems to apply equally to the 
new provisions, particularly since they are of considerably smaller importance 
than the basic treatment provided in section 403 (a) (1) as to current income 
tax. The process of overhauling and qualifying a retirement plan cannot be split 
up into parts for one section of the code or another. Under the present situation 
our college administrators cannot understand what it is that Congress expects 
of them. 

We hope that upon consideration by this committee of the problem stated in 
item No. 13, and upon its resolution in such manner as this eommittee may 
determine, this committee will go further and consider the problems raised by 
the additional sections of the 1954 Code to which we have referred. Upon the 
satisfaction of this committee that whatever treatment is granted to the retire- 
ment provisions of exempt organizations is appropriate, it seems only proper 
that this treatment should be applied uniformly for all the tax consequences of 
retirement plans. 

It is a healthy thing that the problem described in the staff memorandum 
has at last been given an airing in a public hearing. As I have said, we have 
been concerned over this situation for some time. The original decision of Con- 
gress with respect to the retirement provisions of tax-exempt organizations has 
worked well, and, therefore, it has been distressing to see occasional attempts 
to twist it to apply to an arrangement we do not believe proper. We believe 
that the Internal Revenue Service is perfectly competent to handle the problem 
as it is, however, and that there is no need to adopt legislation which would have 
much more far-reaching effects. This committee’s consideration of item No. 13 
should in itself have salutary consequences, and we hope that the report of this 
committee will make it clear that the intent of Congress did not extend to this 
type of arrangement, both as a warning to wishful taxpayers and as an additional 
confirmation to the Internal Revenue Service. 


_ Exursit A 
U.S. Treasury DEPARTMENT : INTERNAL REVENUE SERVICE 
REVENUE RULING 54-267—JULY 12, 1954 


“Where annuities are purchased by an organization exempt from Federal 
income tax under section 101 (6) of the Internal Revenue Code for employees 
who have requested that their salary payments be decreased by certain amounts 
and that such amounts be applied toward the purchase of annuity contracts, the 
inclusion in the gross income of an employee of amounts thus paid by the 
employer for the annuity contracts is not deferred until the year of receipt as 
provided in section 22 (b) (2) (B) of the Code.” 

Advice is requested relative to the taxability for Federal income-tax purposes 
of amounts paid by an organization exempt under section 101 (6) of the Internal 
Revenue Code to purchase annuity contracts for employees who have requested 
that their salary payments be decreased by certain amounts and that such 
amounts be applied toward the purchase of annuity contracts. 

In the instant case certain employees of an educational organization have 
requested their employer to purchase annuity contracts for them and to charge 
the cost of such contracts to their salary payments. Employees who have 
requested that this be done include (1) some of the full-time employees now 
participating in the organization’s present retirement plan, (2) some full-time 
employees not now so participating, (3) some part-time employees not now par- 
ticipating, and (4) some gratis employees (employees who perform certain serv- 
ices but receive no monetary compensation) who desire to make annual contribu- 
tions to the organization and have it pay the annual premiums on annuity 
contracts. 

Section 22 (b) (2) of the Code provides in part as follows: 

“(b) EXCLUSIONS FROM GROSS INCOME.—The following items shall not be 
included in gross income and shall be exempt from taxation under this chapter 
(chapter 1 of the Code) : 
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“Annuities, etc.—* * * 


“(B) * * * if an annuity contract is purchased for an employee by an em- 
ployer exempt under section 101 (6), the employee shall include in his income 
the amounts received under such contract for the year received, except that if 
the employee paid any of the consideration for the annuity, the annuity shall 
be included in his income as provided in subparagraph (a) of this paragraph, 
the consideration for such annuity being considered the amount contributed by 
the employee. * * *” 

It is held that where annuities are purchased by an organization exempt from 
Federal income tax under section 101 (6) of the code for employees who, under 
the above circumstances, have requested that their salary payments be decreased 
by certain amounts and that such amounts be applied toward the purchase of 
annuity contracts, the inclusion in gross income of an employee of the amounts 
thus paid by the employer for the annuity contracts is not deferred until the 
year of receipt as provided in section 22 (b) (2) (B) of the code. Revenue Rul- 
ing 181, C. B. 1953-2, 111, relating to amounts contributed by the employer is not 
applicable to the circumstances expressed herein. 


ExHtsit B 
ExcerPT FROM FINAL TREASURY REGULATIONS CONCERNING RETIREMENT PLANS 


(Secs. 401-404, Internal Revenue Code of 1954) 


“$1403 (a)-1 Tawrability of beneficiary under a qualified annuity plan. 
(a) An employee or retired or former employee for whom an annuity contract is 
purchased by his employer is not required to include in his gross income the 
amount paid for the contract at the time such amount is paid, whether or not his 
rights to the contract are forfeitable, if— 


* * * * * * * 


“(3) The annuity contract is purchased by an employer which is an organiza- 
tion described in section 501 (c) (3) and exempt under section 501 (a) pro 
vided the purchase of the annuity is merely a supplement to past or current 
compensation. For the purpose of this subparagraph, whether the purchase of 
an annuity contract is merely a ‘supplement to past or current compensation’ is 
to be determined by all the surrounding facts and circumstances. One of the 
pertinent facts to be taken into consideration is the ratio of the consideration 
paid by the employer for an employee’s contract to the amount of his past or 
current compensation. For example, if the annual premium paid for an em- 
ployee’s contract is $1,000 and his annual salary is $10,000, the ratio indicates that 
the premium paid for the contract is merely a supplement to the employee’s cur- 
rent compensation. If, however, an employee receives no current compensation, 
or the annual premiums paid for his annuity contract approximate his annual 
salary, the amount paid for his contract will be considered to be current compen- 
sation and taxable to the employee in the year in which it is paid by the employer. 
Other pertinent considerations are whether the annuity contract is purchased as a 
result of an agreement for a reduction of the employee’s annual salary, or whether 
it is purchased at his request in lieu of an increase in current compensation to 
which he otherwise might be entitled. In such cases, the amount paid for 
the contract shall also be considered to be current compensation.” 


EXnHIsIT C 


BeNEFIt LEVELS SUPPORTED BY VARIOUS CONTRIBUTION SCHEDULES, MONEY- 
PuRCHASE FUNDING BAsIS 


Tables I and II show annuity benefits purchased at the Teachers Insurance and 
Annuity Associatiton current minimum guaranteed rates, which are for a contract 
including a provision for return of accumulated premiums, with compound inter- 
est, in the event of death before annuity payments commence. The basis of these 
rates is the 1937 standard annuity table set back 4 years for males and 5 years 
for females, interest at the rate of 244 percent compounded annually, and 4 per- 
cent expense charge. Table I assumes a contribution of 10 percent of current 
salary each year, while Table II assumes a contribution of 15 percent. 
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Salary gradations are set forth on the following three bases: 

1. Level salary assumption: This is included as a point of reference. 

2. Seale A: This scale assumes a doubling of salary between age 30 and age 65. 
This represents approximately what relative salary levels, by age and -position, 
might be at institutions of higher education if present trends are not complicated 
by any further significant inflationary influences. 

3. Salary scale B: This is scale A with an additional 2 percent per year infla- 
tionary factor (compounded annually). 


TABLE I.—Annual pension benefits provided at retirement age 65 by contributions 
of 10 percent of salary each year 


Salary scale 
Level 
salary 
basis A B 


Percentage of career average salary _- aoe ; 37. 36.1 
Percentage of final 10-year average salary____- 37.8 29.0 
Percentage of career average salary __ a Sone 30. . 5 
Percentage of final 10-year average salary _. 30.! .9 
Percentage of career average salary _- i 18. a 
Percentage of final 10-year average salary _- 18. .3 
Percentage of career average salary _-__-- ; 8. .0 
Percentage of final 10-year average salary _- ; 8. 8.0 


TABLE II.—Annual pension benefits provided at retirement age 65 by contri- 
butions of 15 percent of salary each year 


| 
Level | 
salary 
basis 


Salary scale 


A B 


{ 


Percentage of career average salary _- 
Percentage of fimal IQxyear average salary -- -- 
Percentage of career average Salary -- 
Percentage of final 10-year average salary -- 
Percentage of career average salary -- 
Percentage of final 10-year average salary__ 
Percentage of career average salary _- S 
Percentage of final 10-year average salary -- 


"hD 


oon) 
Couanre o 


= 





ExHrsit D 
Errect oF Soctlat-Security BENEFITS ON TOTAL RETIREMENT-BENEFIT PICTURE 


Tables III, IV, V, and VI show, for 10-percent and 15-percent contribution 
plans respectively, and for salary scales A and B as in tables I and II, the total 
benefits at age 65 from the plan itself and from the OASI primary insurance 
amount resulting from:beth employer. and employee taxes. In parentheses the 
benefits are shown as a percentage of the final 10-year average salary. 
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e 
TABLE III.—Total annual retirement benefit at age 65, including social security 
10-percent contribution, salary scale A 


[Figures in parentheses are percentage of final 10-year average salary] 


| 


| Assumed annual salary at entry age 


$3,600 $4,200 $4,800 $6,000 


|} From annuity contracts - -_- . ex $1,952 (29) $2,277 (29 2, 602 


| From social security !__.__-- 1,290 (19) 1, 302 , 302 


Total__- : 3,242 (48) 3, 579 3, 904 


| From annuity contracts 457 (25) ,700 «4 , 943 
| From,secial security ‘_____-- on . 302 , 302 


Total__--- . 2, 728 3, 002 3, 245 


From annuity contracts 890 , 017 
From social security !___- 1,235 (26 , 302 , 302 


Total_. 1,998 (43) 2, 192 2, 319 


From annuity contracts 309 ( 8) 360 
From social security '__- . 1,196 (31) , 302 


Total__- r 1,505 (39) . 662 


Primary insurance amount only. 


TaBLE 1V.—Total annual retirement benefit at age 65, including social security 
15-percent contribution, salary seale A 


[Figures in parentheses are percentage of final 10-year average salary] 


Assumed annual salary at entry age 


$3,600 4 $6,000 


From annuity contracts _--__-__- .--| $2,927 (44) 3, 415 $3,903 (44)| $4,879 
From social security ! af Se 1,290 (19) , 302 7 1,302 (15) 1, 302 


Total___- Fh bia adh 4,217 (63) ; 5,205 (58) 6, 181 


From annuity contracts eet 2,186 (37) 2, 5s q 2,914 (37) 3, 643 
From social security ! Like 1,271 (22) > 1,302 (17) 1, 302 


a ee ee ee add 3, g 3,852 (56 ,216 ( , 945 


| From annuity contracts a 25) , 906 
| From social security ! 1,235 (26) , 302 (! , 30% 2 , 302 
2,379 (51)/ 2, 637 , 8: 3, 208 


| From annuity contracts..____..__._- 463 (12) 540 (12)| ~ (12) 772 
| From social security ! ce 1,196 (31) , 302 (29 1,302 (25) 1, 302 


anenemnenieloeiiel 


‘ 1,659 (43) , 842 (41) 1,919 (37) 2,074 (32) 


1 Primary insurance amount only. 
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Taste V.—Total annual retirement benefit at age 65, including social security 
10-percent contribution, salary scale B 


[Figures in parentheses are percentage of final 10-year average salary] 


Assumed annual salary at entry age 


























Entry |. steele eS iach gblaaint giles ccapiemdpia tae 
age | | | 

| $3,600 | $4,200 | $4,800 | $6,000 

——_— | enna _ -| acl 
30 | From annuity contracts__.........._- $2,779 (23)| $3,243 (23)| $3,706 (23)| $4,632 (23) 
| From social security !__.............- 1,292 (11)} 1,302 (9) 1,302 (8)| 1,302 (6) 
Ne Liv cceutocnunternaimeky 4,071 (34)| 4,545 (32); 5,008 (31)} 5,934 (29) 
35 | From annuity contracts..._........__- 1,963 (21)| 2,291 (21)| | 2 618 ~(21)| 3,272 (21) 
From social security !__............-- 1,276 (13)) 1,302 (12)! 1,302 (10)} 1,302 (8) 
OUR => sccnateouchnstanncwes 3,239 (34) 3,593 (33); 3,920 (81) 4,574 (29) 
45 | From annuity contracts_-__..........- 924 (15)| 4,078 (15) are 232 (15) 4,540 | (15) 
From social security !__...._.....__- zp 1,240 (20) 1,302 (18); 1,302 (16); 1,302 (13) 
Total... tee Oe: | 2,164 (35)! 2,380 (33)! 2,534 (31)! 2,842 (28) 
55 | From annuity contracts___..........- a 338 4 (8) a 304 ‘ (8)| av 450 I (8)| 563 (8) 
From social] security !___........._._- 1,206 (28) 1,302 (26) 1,302 (23); 1,302 (18) 
it bo dicen cehantednwece and 1, 544 (36) 1,696 (34) 1,752 (31) 1,865 (26) 


1 Primary insurance amount only. 


TaBLeE VI.—Total annual retirement benefit at age 65, including social security 
15-percent contribution, salary scale B 


{Figures in parentheses are percentage of final 10-year average salary] 


Assumed annual salary at entry age 





Entry ae ed a iy L 
age 
$3,600 $4,200 $4,800 $6,000 

30 | From annuity contracts__.......-_-- $4,169 (34)| $4,864 (34)| $5,559 (34)) $6,948 (34 
From social security !...............- 1,292 (11) 1,302 ( 9) 1,302 (8) 1,302 (6 
ye eS Le Oe 5,461 (45)) 6,166 (44) 6,861 (42) 8,250 (41 

35 | From annuity contracts. _...........- 2,945 (31) 3,436 (31) 3,927 (31) 4,909 (31 
From social security !_............---- 1,276 (13) 1,302 (12) 1,302 (10) 1, 302 s 

NE ok cts cde alcndl 4,221 (44) 3,738 (42) 5,229 (41) 6,211 (39 

45 | From annuity contracts. _.........._- 1,386 (22) 1,617 (22) 1,848 (22) 2,310 (22 

} From social security !__......-......-- | 1,240 (20); 1,302 (18) 1,302 (16) 1,302 (13 
eek. pel oh a ce | 2,626 (42)| 2,919 (40) 3,150 (38) 3,612 (35 

55 | From annuity contracts. ..........._- 507 (12) 591 (1 676 (12) 845 (12 

| From social security ! idincunncihaie 1,206 (28) 1,302 (26) 1,302 (23) 1,302 (1 

, | eee a. eee 1,713 (40) 1,893 (38) 1,978 (35) 2,147 (30 





1 Primary insurance amount only, 
°xXHIBIT E 


CONTRIBUTIONS ON A UNIT BENEFIT FUNDING Basis 


Table VII is an abridged table showing the contributions at 5-year intervals 
to provide a pension of 1% and 2 percent of total salary earned for each year 
of service. Under this method, a portion of the retirement benefit is fully funded 
each year through the medium of a single-premium purchase, the benefit portion 
being the applicable percentage (1% or 2 percent) of the current year’s salary. 
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TABLE VII.—Single-premium contribution required, as a percentage of current 
salary, to provide an annual pension, commencing at age 65, of the stated per- 


centage of current year’s salary 








Age at time of purchase 


Single-premium contribution 
required, as a percentage of 
current year’s salary, to 
provide annual benefit at 
age 65 equal to— 


144 percent of; 2 percent of 
current year’s'current year’s 
salary salary 


9 
10 
12. 
13 


15. 
18 


19, 
20. 


« 


be 16 0 OO hm Cr OO) 


APPENDIX 


CooPpERATING Institutions, TLAA RETIREMENT PLANS, AS OF NOVEMBER 1, 1956 


Abbot Academy, Massachusetts 

Acadia University, Nova Scotia 

Adelphi Academy, New York 

Adelphi College, New York 

Adrian College, Michigan 

Agnes Irwin School, Pennsylvania 

Alabama, University of 

Albany Academy, New York 

Albany Academy for Girls, New York 

Albany College of Pharmacy, New York 

Albany Law School, New York 

Alberta, University of 

Albion College, Michigan 

Albright College, Pennsylvania 

Alfred I. du Pont Institute, Delaware 

Alfred P. Sloan Foundation, Inc., New 
York 

Alfred University, New York 

Allegheny College, Pennsylvania 

Allen-Stevenson School, New York 

Alliance College, Pennsylvania 

Alma College, Michigan 

American: Academy in Rome, Italy 

American Association of Colleges for 
Teacher Education, New York 

American Association of University 
Professors, Washington, D. C. 

American Association of University 
Women, Washington, D. C; 

American College for Girls, Turkey 

American Council of Learned Societies, 
Washington, D. C. 

American Council on Education, Wash- 
ington, D. C, 

American Council to Improve 
Neighborhoods, Inc., New York 

American Farm School, The, Greece 


Our 
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American Field Service, New York 

American Foundation for the Blind, 
Inc., New York 

American Geographical Society, New 
York 

American Heart Association, Inc., New 
York 

American Institute for Research, Penn- 
sylvania 

American International College, Massa- 
chusetts 

American Mathematical Society, Rhode 
Island 

American School of Classical Studies, 
Greece 

American Universities Field Staff, Inc., 
New York 

American University, Washington, D. C. 

American University of Beirut, Leba- 
non 

Amherst College, Massachusetts 

Anderson College and Theological 
Seminary, Indiana 

Annie Wright Seminary, Washington 

Antioch College, Ohio 

Argonne National Laboratory, Dlinois 

Arkansas College 

Arkansas, University of 

Armour Research Foundation, Illinois 

Asia Foundation, California 

Assotiation of American 
Washington, D. C. 

Association of American 
leges, Illinois 

Associated Universities, 
haven National 
York 


Colleges, 
Medical Col- 


Inc. (Brook- 
saboratory), New 
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Athens College, Greece 

Atlanta University, Atlanta University 
System, Georgia 

Augustana College, Illinois 

Aurora College, Illinois 

Babson Institute of Business Adminis- 
tration, Massachusetts 

Baker University, Kansas 

saldwin School, Pennsylvania 

Baldwin-Wallace College, Ohio 

Ball State Teachers College, Indiana 

Bancroft School, Massachusetts 

Bard College, New York 

sarnard College, Columbia University, 
New York 

Barnard School 
York 

Barstow School, Missouri 

Bates College, Maine 

Beard School, New Jersey 


for Boys, The, New 


Beaver Country Day School, Massa- 
chusetts 
Bedford-Rippowam School, The, New 


York 

Bellarmine College, Kentucky 

Belmont Hill School, Massachusetts 

Beloit College, Wisconsin 

Bennett College, North Carolina 

Bennett Junior College, New York 

Bennington College, Vermont 

Berea College, Kentucky 

Serkshire School, Massachusetts 

Berry Schools, The, Georgia 

Bethany College, West Virginia 

Beverly School for the Deaf, Massa- 
chusetts 

Birmingham-Southern 
bama 

Blair Academy, New Jersey 

Boston College, Massachusetts 

Bowdoin College, Maine 

sradford Junior College, Massachusetts 

Bradley University, Illinois 

Brandeis University, Massachusetts 

Brearley School, New York 

Briarcliff Junior College, New York 

Bridgeport, University, of Connecticut 

Bridgewater College, Virginia 

Brigham Young University, Utah 

British Columbia, University of 

Brookings Institution, The, Washing- 
ton, D. C. 

Brooklyn College of Pharmacy, New 
York 

Brooklyn Ethical Culture School, New 
York 

Brooklyn Friends School, New York 

Brown University, Rhode Island 

Browne and Nichols School, 
chusetts 

. Browning School, New York 

Bryant College, Rhode Island 

Bryn Mawr College, Pennsylvania 

Bryn Mawr School, Maryland 

Bucknell University, Pennsylvania 


College, Ala- 


Massa- 


Buffalo, University of, New York 

California Institute of Technology 

Cambridge School, Massachusetts 

Cambridge University Press, New York 

Canisius College, New York 

Cardigan Mountain School, New Hamp- 
shire 

Carnegie Corporation of New York 

Carnegie Endowment for International 
Peace, New York 

Carnegie Foundation for the Advance- 
ment of Teaching, New York 

Carnegie Institute, The, Pennsylvania 

Carnegie Institute of Technology, Penn- 
sylvania 

Carroll College, Wisconsin 

Carthage College, Illinois 

Castilleja School, California 

Catawba College, North Carolina 

Case School, The, California 

Catholic University of America, Wash- 
ington, D. C. 

Cagenovia Junior College, New York 

Cedar Crest College, Pennsylvania 

Centenary College of Louisiana 

Centenary College for Women, New Jer- 
sey 

Center for the Advanced Study in Be- 
haviorial Sciences, California 

Central College, lowa 

Centre College, Kentucky 

Chapin School, Ltd., The, New York 

Charles E. Ellis School for Girls, Penn- 
sylvania 

Charles F. Kettering Foundation, Ohio 

Charleston, College of, South Carolina 

Chatham College, Pennsylvania 

Chatham Hall, Virginia 

Chattanooga, University of, Tennessee 

Chautauqua Institution, New York 

Chestnut Hill College, Pennsylvania 

Chicago Medical School, Illinois 

Chicago, University of, Illinois 

Child Education Foundation, New York 

China Medical Board of New York, Ine. 

Choate School, The, Connecticut 

Christ School, North Carolina 

Chyistehurch School, Virginia 

Church College of Hawdii © 

Church Peace Union, New York 

Cincinnati, University of, Ohio 

Claremont College, California 

Claremont Men’s College, California 

Clark College, Georgia 

Clark University, Massachusetts 

Clarke School for the Deaf, Massachu- 
setts 

Coe College, Iowa 

Coker College, South Carolina 

Colby College, Maine 

Colgate-Rochester Divinity School, New 
York 

Colgate University, New York 

College Entrance Examination Board, 
New York 
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College Misericordia, Pennsylvania 

Collegiate School, New York 

Colorado College 

Colorado, University of 

Columbia College, South Carolina 

Columbia School, New York 

Columbia University, New York 

Columbia University Press, New York 

Community School, The, Missouri 

Concord Academy, Massachusetts 

Concordia College, Minnesota 

Connecticut College 

Conservation Foundation, 
York 

Converse College, South Carolina 

Cooper Union, New York 

Cornell College, lowa 

Cornell University, New York 

Cottey College, Missouri 

Council for Financial Aid to Education, 
Inc., New York 

Council of State Governments, Illinois 

Council on Foreign Relations, Inc., New 
York 

Cranbrook School, Michigan 

Cranwell Preparatory School, Massa- 
chusetts 

Crystal Springs School for Girls, Cali- 
fornia 

Culver-Stockton College, Missouri 

Cushing Academy, Massachusetts 

Dalhousie University, Nova Scotia 

Darlington School, Georgia 

Dartmouth College, New Hampshire 

Davidson College, North Carolina 

Dayton, University of, Ohio 

Delaware, University of 

Denison University, Ohio 

Denver, University of, Colorado 

DePaul University, Illinois 

DePauw University, Indiana 

Detroit Institute of Cancer Research, 
Michigan 

Dickinson College, Pennsylvania 

Drake University, Iowa 

Drew University, New Jersey 

Drury College, Missouri 

Dubuque, University of, Iowa 

Duke University, North Carolina 

Dumbarton Oaks Research Library and 
Collection, Washington, D. C. 

Dunbarton College of Holy Cross, Wash- 
ington, D. C. 

Eaglebrook School, Massachusetts 

Earlham College, Indiana 

East European Fund, Ine., New York 

East Woods School, New York 

castern Baptist College, Pennsylvania 

Educational Records Bureau, New York 

Educational Television and Radio Cen- 
ter, Michigan 

Sducational Testing 
Jersey 


The, New 


Service, New 


Edward W. Hazen 
Conneeticut 

Eliot-Pearson School, Massachusetts 

Elizabethtown College, Pennsylvania 

Ellis School, Pennsylvania 

Bimhurst College, Lllinois 

Elmira College, New York 

Emma Willard School, New York 

Emmanuel College, Massachuestts 

Emory and Henry College, Virginia 

Emory University, Georgia 

Englewood School for Boys, New Jersey 

Episcopal High School, The, Virginia 

Erskine College, South Carolina 

Ethel Walker School, The, Connecticut 

Ethical Culture Schools, New York 

Evansville College, Indiana 

Faulkner School, Illinois 

Fenn College, Ohio 

Field Foundation, Inc., New York 

Finch College, New York 

Findlay College, Ohio 

Fisher Junior College, Massachusetts 

Florida Southern College 

Ford Foundation, The, New York 

Ford Motor Co. Fund, Michigan 

Foreign Policy Association, New York 

Foundation for Research on Human Be- 
havior, Michigan 

Fournier Institute of Technology, Illi- 
nois 

Foxcroft School, Virginia 

Franklin and Marshall College, Penn- 
sylvania 

Franklin College, Indiana 

Friends Academy, New York 

Friends Central School, Pennsylvania 

Friends School, Delaware 

Friends School, Maryland 

Friends Seminary, New York 

Friends University, Kansas 

Friends’ Select School, Pennsylvania 

Fund for Adult Education, The, New 
York 

Fund for the Advancement of Educa- 
tion, The, New York 

Fund for the Republic, Ine., The, New 
York 

Furman University, South Carolina 

Gannon College, Pennsylvania 

Garrett Biblical Institute, Illinois 

General Education Board, New York 

Geneva College, Pennsylvania 

George Peabody College for Teachers, 
Tennessee 

George Pepperdine College, California 

George School, Pennsylvania 

George Washington University, Wash- 
ington, D. C. 

George Williams College, Illinois 

Germantown Academy, Pennsylvania 

silman School, Maryland 

Goddard College, Vermont 


Foundation, Inc., 
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Gorgas Memorial Institute, Washing- 
ington, D. C. 

Goucher College, Maryland 

Governmental Affairs Institute, Wash- 
ington, D. C. 

Green Mountain Junior College, Ver- 
mont 

Greensboro College, North Carolina 

Greenville College, Illinois 

Germantown Friends School, Pennsyl- 
vania 

Greenwich Academy, Connecticut 

Grinnell College, Iowa 

Grosse Pointe University School, Michi- 
gan 

Groton School, Massachusetts 

Guilford College, North Carolina 

Hackley School, New York 

Hamilton College, New York 

Hamline University, Minnesota 

Hampden-Sydney College, Virginia 

Hampton Institute, Virginia 

Hanover College, Indiana 

Harding College, Arkansas 

Harley School, New York 

Hartridge School, New Jersey 

Harvard School, California 

Harvard University, Massachusetts 

Haskins Laboratories, New York 

Hastings College, Nebraska 

Hathaway-Brown School, Ohio 

Haverford College, Pennsylvania 

Haverford School, Pennsylvania 

Heidelberg College, Ohio 

Helen Hay Whitney Foundation, New 
York 

Hendrix College, Arkansas 

High Altitude Observatory, Colorado 

Hillsdale College, Michigan 

Hillsdale-Lotspeich Schools, Ohio 

Hillyer College, Connecticut 

Hiram College, Ohio 

Hobart College, New York 

Hofstra College, New York 

Hollins College, Virginia 

Holton Arms School and Junior College, 
Washington, D. C. 

Holy Cross, College of the, Massachu- 
setts 

Hood College, Maryland 

Hopkins Grammar School, Connecticut 

Horace Mann School, New York 

Hotchkiss School, Connecticut 

Houghton College, New York 

Howard University, Washington, D. C. 

Huntingdon College, Alabama 

Huntington Library and Art Gallery, 
California 

Huntington School for Boys, Massachu- 
setts 

Idaho, College of 

lliff School of Theology, Colorado 

Illinois College 

Illinois Institute of Technology 


Indian Mountain School, Connecticut 

Indian Springs School, Alabama 

Indiana State Teachers College 

Indiana Technical College 

Indiana University 

Institute for Advanced Study, New Jer- 
sey 

Institute for Cancer Research, Pennsyl- 
vania 

Institute for International Social Re- 
search, New Jersey 

Institute of Gas Technology, Illinois 

Institute of International Education, 
Inc., New York 

Institute of Paper Chemistry, Wisconsin 

Institute of Public Administration, New 
York 

Insurance Society of New York 

Intercultural Publications, Inc., New 
York 

International City Managers’ Associa- 
tion, Illinois 

Iona College, New York 

Iowa State College of Agriculture and 
Mechanic Arts 

Iowa State Teachers College 

Iowa, State University of 

Iowa Wesleyan College 

Jamestown College, North Dakota 

John and Mary R. Markle Foundation, 
New York 

Johnson C. Smith University, North 
Carolina 

Joint Council on Economic Education, 
New York 

Joint University Libraries, Tennessee 

Josiah Macy, Jr., Foundation, New 
York 

Juniata College, Pa. 

Kalamazoo College, Michigan 

Kamehameha Schools, Hawaii 

Kansas City Museum, Missouri 

Kansas City, University of, Missouri 

Kansas Wesleyan University 

Katharine Branson Schoo}, The, Cali- 
fornia 

Kent Place School, New Jersey 

Kenyon College, Ohio 

Keuka College, New York 

King College, Tennessee 

King’s College, The, New York 

King’s College, Pennsylvania 

Knox College, Illinois 

Lafayette College, Pennsylvania 

Lake Erie College, Ohio 

Lake Forest Academy, Hlinois 

Lake Forest College, Illinois 

Lake Forest Day School, Illinois 

Lakeside School, Washington 

Lambuth College, Tennessee 

Latin School, of Chicago, The, Tinois 

La Verne College, California 

Lawrence College, Wisconsin 

Lawrenceville School, New Jersey 
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Lehigh University, Pennsylvania 

Lenox School, The, New York 

Lewis and Clark College, Oregon 

Lewis College of Science and 
nology, Illinois 

Liggett School, Michigan 

Lincoln Memorial University, Tennessee 

Lincoln University, Pennsylvania 

Little Rock Junior College, Arkansas 

Livingston College, North Carolina 

Long Island University, New York 

Loomis Institute, Connecticut 

Louisville Country Day School 

Louisville, University of 

Low-Heywood School, Connecticut 

Lowell Observatory, Arizona. 

Luther College, Iowa. 

Lutheran High School Association, Lli- 
nois 

Lycoming College, Pennsylvania 

MacDuffie School for Girls, Massachu- 
setts 

Manchester College, Indiana 

Manhattan College, New York 

Manhattanville College of the Sacred 
Heart, New York 

Manlius School, New York 

Marietta College, Ohio 

Mary C. Wheeler School, Rhode Island 

Marygrove College, Michigan 

Marymount College, Kansas 

Marymount College, New 
California 

Maryville College, Tennessee 

Masters School, New York 

Maumee Valley Country Day School, 
Ohio 

MeDonogh School, Maryland 

McGill University, Quebec 

McPherson College, Kansas 

Meadowbrook School, Pennsylvania 

Meharry Medical College, Tennessee 

Memorial Hospital, New York 

Merrill-Palmer School, Michigan 

Merrimack College, Massachusetts 

Metropolitan Museum of Art, New York 

Michigan, University of 

Middlebury College, Vermont 

Midland School, California 

Mid-Pacific Institute, Hawaii 

Milbank Memorial Fund, New York 

Millbrook School, New York 

Mills College, California 

Mills College of Education, New York 

Millsaps College, Mississippi 

Milton Academy, Massachusetts 

Milton College, Wisconsin 

Milwaukee-Downer College, Wisconsin 

Mining and Mechanical Institute, Penn- 

sylvania 

Miss Fine’s School, New Jersey 

Miss Hall’s School, Massachusetts 

Miss Hewitt’s Classes, New York 

Missouri Valley College 

Mitchell College, Connecticut 


Tech- 


York and 


Monmouth College, Illinois 

Monmouth College, New Jersey 

Moravian College, Pennsylvania 

Moravian Seminary for Girls, Pennsyl- 
vania 

Morehouse College, Atlanta University 
System, Georgia 

Morningside College, Iowa 

Morris Brown College, Georgia 

Mount Allison University, The Regents 
of, New Brunswick 

Mount Hermon School, Massachusetts 

Mount Holyoke College, Massachusetts 

Mount Mercy College, Pennsylvania 

Mount St. Mary’s College, California 

Mount St. Mary’s College, Maryland 

Mount St. Vincent, College of, New York 

Mount Union College, Ohio 

Mount Vernon Seminary, Washington, 
dD. C. 

Muhlenberg College, Pennsylvania 

Multnomah College, Oregon 

Municipal Finance Officers Association, 
Illinois 

Muskingum College, Ohio 

Nasson College, Maine 

National Bureau of Economic Research, 
Inec., New York 

National Cathedral School, 
ton, D. C. 

National Catholic Educational Associa- 
tion, The, Washington, D. C. 

National College for Christian Work- 
ers, Missouri 

National Merit 
tion, Illinois 

Near East College 
New York 

Nebraska Wesleyan University 

New Canaan Country School, Connect- 
icut 

New Hampshire, University of 

New Lincoln School, New York 

New Rochelle, College of, New York 

New School for Social Research, New 
York 

New York Medical College 

New York School of Social Work, Co- 
lumbia University 

New York University 

Newark Academy, New Jersey 

Newberry College, South Carolina 

Nightingale-Bamford School, 
York 

North Central College, Illinois 

North Dakota Agricultural College 

Northeastern University, Massachu- 
setts 

Northfield School for Girls, Massachu- 
setts 

Northland College, Wisconsin 

North Park College, Illinois 

North Shore Country Day 
Illinois 

Northwestern University, Illinois 


Washing- 


Scholarship Corpora- 


Association, Ine., 


New 


School, 
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Norwich University, Vermont 

Notre Dame, University of, Indiana 

Notre Dame of Maryland, College of 

Oak Ridge Institute of Nuclear Studies, 
inc., Tennessee 

Oberlin College, Ohio 

Occidental College, California 

Ojai Valley School, California 

Oklahoma Medical Research 
tion 

Oldfieids School, Maryland 

Olivet Nazarene College, Illinois 

Ottawa University, Kansas 

Otterbein College, Ohio 

Our Lady of Cincinnati College, Ohio 

Oxford School, Connecticut 

Ozarks, College of the, Arkansas 

Pace College, New York 

Pacific, College of the, California 

Pacific University, Oregon 

Packer Collegiate Institute, New York 

Park College, Missouri 

Park School, Indiana 

Park School, Maryland 

Parsons College, Iowa 

Pembroke-Country Day 
souri 

Pennsylvania, University of 

Pharmacy, College of, Columbia Uni- 
versity, New York 

Phelps Stokes Fund, New York 

Philadelphia Museum School 
Pennsylvania 

Phillips Exeter Academy, New Hamp- 
shire 

Pingry School, New Jersey 

Pittsburgh, University of, Pennsylvania 


Founda- 


School, Mis- 


of Art, 


Polytechnic Elementary School, Cali- 
fornia 
Polytechnic Institute of Brooklyn, 


New York 

Polytechnic Preparatory Country Day 
School, New York 

Pomona College, California 

Population Council, Inc., 
York 

Pratt Institute, New York 

Presbyterian College, South Carolina 

Princeton University, New Jersey 

Princeton University Press, New Jersey 

Principia, The, Missouri 

Proctor Academy, New Hampshire 

Professional Children’s School. 
York 

Providence College, Rhode Island 

Providence Country Day School, Rhode 
Island 

Public Health Research Institute, New 
York 

Pucet Sound, College of, Washington 

Polytechnic Institute of Puerto Rico 

Punahou School, Hawaii 

Purdue University, Indiana 

Queens College, North Carolina 

Queen's University, Ontario 


The, New 


New 


Quincy College, Lilinois 

Radcliffe College, Massachusetts 

Rancho Santa Ana Botanic Garden, 
California 

Randolph-Macon College, Virginia 

Randolph-Macon Women’s College, Vir- 
ginia 

Redlands, University of, California 

Reed College, Oregon 

Regis College, Massachusetts 

Research Corporation, New York 


Resources for the Future, Inc., Wash- 
ington, D. C. 

Rheumatic Fever Research Institute, 
Illinois 


Rhode Island School of Design 

Richmond, University of, Virginia 

Ripon College, Wisconsin 

Roanoke College, Virginia 

Robert College, Turkey 

Roberts Wesleyan College, New York 

Rochester Institute of Technology, New 
York 

Rochester, University of, New York 

Rockefeller Foundation, New York 

Rockefeller Institute for Medical Re- 
search, New York 

Rockford College and Rockford Men's 
College, Illinois 

Rockhurst College, Missouri 

Roland Park Country School, Maryland 

Roosevelt University, Illinois 

Rose Polytechnic Institute, Indiana 

Rosemount College, Pennsylvania 

Roxbury Latin School, Massachusetts 

Rumson Country Day School, New 
Jersey 

Russell Sage College, New York 

Russell Sage Foundation, New York 

Rye Country Day School, New York 

St. Agnes Episcopal School, Virginia 

St. Andrew’s College, Saskatchewan 

St. Anne’s School, Virginia 

St. Edward’s University, Texas 

St. Elizabeth, College of, New Jersey 

St. John Fisher College, New York 

St. John’s College, Maryland 

St. Joseph College, Connecticut 

St. Joseph College, Maryland 

St. Joseph’s College, Indiana 

St. Joseph’s College for Women, New 
York 

St. Lawrence University, New York 

St. Louis College of Pharmacy 

St. Margaret's School, Connecticut 

St. Mark’s School, Massachusetts 

St. Mary-of-the-Woods College, Indiana 

St. Mary’s College, Minnesota 

St. Mary’s College of California 

St. Rose, College of, New York 

St. Stephen’s Episcopal School, Texas 

St. Vincent College, Pennsylvania 

Salem College, North Carolina 


Salisbury School, Connecticut 
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Sarah Lawrence College, New York 

Saskatchewan, University of 

Science Service, Washington, D. C. 

Scripps College, California 

Seattle Pacific College, Washington 

Seton Hall University, New Jersey 

seton Hill College, Pennsylvania 

Sewickley Academy, Pennsylvania 

Shady Side Academy, Pennsylvania 

Shimer College, Illinois 

Short Hills Country Day School, New 
Jersey 

Sidwell 
E.: ©, 

Siena College, New York 

Simmous College, Massachusetts 

Sionx Falls College, South Dakota 

Skidmore College, New York 

Slone-Kettering Institute for 
Research, New York 

Smith College, Massachusetts 

Snead College, Alabama 

Social Science Research Council, New 
York 

Sinebury School, Pennsylvania 

South, University of the, Tennessee 

Sonthern Association of Colleges and 
Secondary Schools, Georgia 

Southern California, University of 

Southern Edueation Foundation, Ine., 
New York 

Southfield School, Louisiana 

Southwestern at Memphis, Tennessee 

Southwestern College, Kansas 

Spelman College, Atlanta University 
System, Georgia 

Spence School, New York 

Springfield College, Massachusetts 

Springside School, Pennsylvania 

Stanford University, California 

State Charities Aid Association, 
York 

Stephens College, Missouri 

Stevens Institute of Technology, 
Jersey 

Stonehill College, Massachusetts 

Stony Brook School, New York 

Sunset Hill School, Missouri 

Susquehanna University, Pennsylvania 

Swarthmore College, Pennsylvania 

Sweet Briar College, Virginia 

Thiel College, Pennsylvania 

Syracuse University, New York 

Taylor University, Indiana 

Teachers College, Columbia University. 
New York ’ 

Teachers Insurance and Annuity Asso- 
ciation, New York . 

Telluride Association, New York 

Tennessee, University of 

Tennessee Wesleyan College 

Texas Christian University 

Thacher School, California 

Towér* Hill School, Delaware 

Town School for Boys, California 


Friends School, Washington, 


Cancer 


New 


New 


Tri-State College, Indiana 

Trinity College, Connecticut 

Trinity College, Washington, D. C, 

Tufts University, Massachusetts 

Tulane University, Louisiana 

Tulsa, University of, Oklahoma 

Tusculum College, Tennessee 

Turkegee Institute, Alabama 

Twentieth Century Fund, New York 

Union College, Kentucky 

Union College, New York 

Union Theological Seminary, New York 

United Negro College Fund, New York 

Upsala College, New Jersey 

Ursinus College, Pennsylvania 

United States Department of Agricul- 
ture Graduate School, Washington, 
D. C. 

Utah State Agricultural College 

Utah, University of 

Valley School of Ligonier, Pa. 

Valparaiso University, Indiana 

Vanderbilt University, Tennessee 

Vassar College, New York 

Vermont, University of 

Victoria University, Ontario 

Villanova University, Pennsylvania 

Virginia Union University 

Virginia, University of 

Wabash College, Indiana 

Wagner Lutheran College, New York 

Wake Forest College, North Carolina 

Walden School, New York 

Walnut Hill School, Massachusetts 

Washburn University of Topeka, Kans. 

Washington, State College of 

Washington and _ Jefferson 
Pennsylvania 

Washington and Lee University, Vir- 
ginia 

Washington College, Maryland 

Washington University, Missouri 

Washington, University of 

Waynesburg College, Pennsylvania 

Webb Institute of Naval Architeeture, 
New York 

Wellesley College, Massachusetts 

Wells College, New York 

Wentworth Institute, Massachusetts 

Wesleyan College, Georgia 

Wesleyan University, Connecticut 

Western College, Ohio 

Western Maryland College 

Western New England College, Massa- 
chusetts 

Western Reserve University, Ohio 

Westminster Choir College, New Jersey 

Westminster College, Pennsylvania 

Westminster College, Utah 

Westover School, Connecticut 

Westridge School, California 

Westtown School, Pennsylvania 

West Virginia Wesleyan College 

Wheaton College, Massachusetts 

Wheelock College, Massachusetts 


College, 
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Whitman College, Washington Woodberry Forest School, Virginina 
Whittier College, California Woodmere Academy, New York 
Wilberforce University, Ohio Wooster, College of, Ohio 
Wilkes College, Pennsylvania Wooster School, Connecticut 
William Penn Charter School, Pennsyl- Worcester Polytechnic Institute, Massa- 

vania chusetts 
Williams College, Massachusetts World Peace Foundation, Massachu- 
William Smith College, New York setts 
Williston Academy, Massachusetts Xavier University, Ohio 
Wilson College, Pennsylvania Yale University, Connecticut 
Vindward School, New York Yankton College, South Dakota 
Wittenberg College, Ohio Young L. G. Harris College, Georgia 
Wofford College, South Carolina 

Mr. Goop. I am appearing on behalf of Teachers Insurance and 
Annuity Association to discuss item No. 13 on the list of tax problems 
which the staff has prepared for this subcommittee. There are related 
problems that seem to arise under the 1954 Code. 

The proposal in item No. 13 is to limit the annuity contributions 
of tax-exempt organizations for employees to 10 percent of current 
salary per year, with a somewhat similar limitation for past service 
contributions. 

Now, the situation described by the staff’s report, as I understand 
it, and this is the only substantial situation they have in mind, is the 
case which we have run across from time to time where a "rather 
highly salaried man, and a highly paid professional man outside may 
be working for an educational or ganization. Sometimes it is a hos- 
pital and not merely an education: al or ganization, and this gentleman 
may be receiving $5,000 in salary but in his tax bracket on his outside 
work this does not seem to mean too much to him. So he has ap- 
proached the organization and said, “Would you please, instead of 
paying me $5,000 in salary, take this money and purchase an annuity 
contract ?” 

Then this is alleged to come within the provision in section 403 (a) 
(1) of the Internal Rev enue Code. 

I am sure there is nothing wrong with this so far as merely pur- 
chasing an annuity is concerned. At least my friends in the life- 
insurance business would agree it is a worthy obj ect. 

What is harmful in the situation is the obain that there is a tax 
deferment resulting from this transaction. The first point that I 
want to make is that I don’t see, we do not believe, that there is any 
loophole in this situation. We do not think that that works. If 
you have a situation where the tax-exempt organization is simply using 
money which they would be otherwise paying in salary to this staff 
member, it seems perfectly clear to me that substantially the staff 
member is buying the annuity contract and not the educational organi- 
zation. You do not come within the 403 (a) (1) provision. At the 
very least, constructive-receipt notions get this chap. 

We were somewhat concerned with this growing thing back in 1951 
or 1952 when we saw a few of these, but in 1954 the Internal Revenue 
Service came out with revenue ruling 54-267 in which they considered 
a case of just this type. They held that it did not result in a tax defer- 
ment, in other words the purchase price of the annuity contract was 
currently income to the employee, and as far as we are concerned, I 
think that settles it. 
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Now, of course, there are a number of situations that were not pre- 
cisely covered in 54-267. I believe that a number of taxpayers have 
been sort of trying to figure out how they might get something like 
it and yet not fall within 54-267. I think it is perfectly appropriate, 
it was desirable under those circumstances, for a genera! regulation to 
be issued on the situation. 

However, in September of 1955, when the regulations first were 
proposed under sections 401 to 404 of the Internal Revenue Code, only 
the statutory language was reproduced on this point. As far as I 
know, there was no discussion whatsoever of this situation at the time 
hearings were held on proposed regulations. 

Nevertheless, in September of this year when the pension trust regu- 
lations came out, there was a rather extensive provision on the subject. 
I must say that in reading that provision on the subject, I can see how 
there might be some feeling that there would be some difficulty in 
covering the situation. 

Actually, it may be inappropriate at this point to discuss that 
regulation, and I think it would be preferable to us to be discussing it 
at a hearing before the Interna] Revenue Service on the terms of 
the regulation itself. We had started to talk with them about this a 
few weeks ago, and we have been considering getting a clarifying 
ruling on one or two things. 

But these hearings have come along much too rapidly, and since 
this legislative proposition seems to stem from the regulations, I think 
that I should make one or two comments. 

I think the main trouble with the regulation promulgated was that 
it does not get at the substantial root of the matter. It doesn’t talk 
in terms of a transmutation of salary into annuity purchase, or any- 
thing of the sort. It simply talks in terms of a supplement to com- 
pensation which offers little guidance. 

Furthermore, I think the regulation was questionable in attempting 
to make everything turn upon simply the amount of the price paid 
for the annuity contract. That was in one case or in one of its tests. 

I think a much better regulation could be drafted on the subject, and 
I would hope that we would have an opportunity to discuss this with 
the Internal Revenue Service. However, in the meantime, I feel that 
this should be explored more fully before a legislative proposition 
comes up. 

In other words, our point in this regard is that we do not believe any 
legislative proposition is needed here. We believe that it is taken care 
of under existing law. 

Furthermore, we believe that the proposal that the staff has put 
forth here is rather undesirable in its results on our retirement plans. 
Perhaps I should give a little background here. Teachers Insurance 
and Annuity Association is a Jegal reserve life insurance company 
which funds the retirement plans for 722 educational organizations 
throughout the country. 

I want to emphasize that these are not sporadic purchases of annui- 
ties we are dealing with; these are regular, established retirement 
plans. Many of the organizations whom we provide with annuities 
are large, and we have the Harvards and the Yales and Princeton and 
Stanford, and we have a number of State universities such as Wash- 
ington, Arkansas, Towa, and those organizations can take care of 
themselves fairly well. 
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The smaller organizations are the ones that give us more concern. 
To put it this way, I think more than half of the institutions having 
retirement plans with us have less than 25 participating employees in 
these retirement plans. 

All of these organizations are trying to do the best they can for 
their employees and they are trying to do it with small staffs and 
they are trying to concentrate on their educational job. We think 
that anything which makes their retirement plan operation more diffi- 
cult is an undesirable thing unless it is really needed. 

Now, I have a number of tables presented in my statement here de- 
signed to illustrate what the effect of a 10-percent limit on retirement 
plan contributions would be, and correspondingly, a 15-percent limit. 
Rather briefly, a 10-percent-contribution rate under one of our retire- 
ment plans would actually be a bare minimum plan. We rather test 
the adequacy of our retirement plans by its relationship with the final 
10 years of salary, and on that basis, a 10-percent plan comes out 
pretty well below anything like a 50-percent standard. 

Even with social security, as I have set forth in subsequent tables, 
it falls considerably short. A 15-percent plan is certainly a much 
more adequate plan, but even that is on the assumption of entering 
into the retirement plan at a fairly early age, and continuance of a 
steady progress without any serious inft: ation. 

We have shown an ordinary salary progress in the salary scale in 
these tables which would take you to about a doubling of salary 
throughout the career, but we thought for comparison it would be a 
good thing to present also a salary scale “B” which shows the effect of 

2-percent inflation per year. Some economists seem to feel that is at 
least a reasonable possibility for the future. All of these various 
changes, inflationary changes, late starts in retirement plans, and 
changes in the retirement ages of retirement plans, may call for ad- 
justments in retirement plans. Adjustments in retirement plans will 
call for additional contributions which would certainly go over any 
10- or 15-percent standard limit. 

Such adjustments might be done on a single premium basis, which 
might be quite large at one time or they will be done on a level premium 
basis which would be smaller. We don’t see the necessity at this 
point for requiring any arbitrary limit so long as we are not dealing 
with a juggling of income-tax deductions. 

I would like to point out that the retirement plans that we are deal- 
ing with, and the retirement plans of exempt organizations, don’t in- 
volve any income-tax deduction for the employer. The employer is 
paying dollars worth 100 cents, and when he pays them is really pretty 
much his own problem. 

There is one other thing I would like to bring out in connection with 
this proposed 10-percent limit. It pretty well presupposes a money- 
purchase type of retirement plan. In other words, our retirement 
plans very largely go in terms of a fixed percentage of salary. In our 
retirement system, where we emphasize an individually owned con- 
tract which the individual can take with himself to other institutions, 
all of the contributions are his own property from the beginning, the 
money purchase system works very well. 

But it does have one peculiarity. Contributions made early in a 
man’s career, say at age 30, provide a great deal larger retirement bene- 
fit than the same contributions will make when paid late in a man’s 
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career. This has to do with the accumulation of money in the retire- 
ment funds at interest, as I am sure you know. 

A very common plan which some of our institutions use to get 
around this problem, and one which is much more common in indus- 
try and in government, is the unit benefit type of retirement plan 
where you have something like for each year a benefit of one-half of 
| percent of salary payable as an annuity, beginning at age 65. 

That type of retirement plan produces quite a different type of 
contribution seale, as shown in my exhibit E. For instance, on a 11% 
percent unit benefit plan you start out with almost 10 percent con- 
tribution at age 30, and by age 60 you go up to about 19 percent of 
contributions. That is consider ably higher than the level of econ- 
tributions you get on a money-purchase type of plan. 

There is one other thing we would like to call attention to in the 
proposal made to the committee here. That is the fact as stated, 
at. least, the proposal would be that if simply one annuity is pur- 
chased at the institution in excess of the limits which are stated, the 
whole retirement plan tax benefit is spoiled. That is not consistent 
with what is allowed in the retirement plans of private industry, at 
least; so long as the retirement plan qualifies, it qualifies, and what- 
ever provisions are made outside of it are nonqualified provisions 
and do not affect the eee plan. 

However, as I would say, I do not think it is necessary to get into 
these difficulties or these problems for the retirement plans of our con- 
tributing institutions since we believe that the matter is taken care of 
under existing law. 

We have made a suggestion, however, in our memorandum as to 
how things could be strengthened by a rather better, 1 think, type of 
regulation. I beg the committee’s indulgence to just go over what I 
think such a regulation might be, and I hope that the Internal Revenue 
Service will give it a little thought. 

Such a regulation would include a statement, first, as a general prin- 
ciple that the purchase of an annuity contract as set forth in 403 (a) 
(1) means a bona fide purchase of an annuity with a primary intent 
of providing for the retirement of the staff member and not the deal- 
ings with sums of money which might otherwise have been paid to the 
employ ee by means of current compensation. 

Then you could lay down a number of factors which would be 
taken into effect to determine whether or not there was such a bona fide 
purchase. These factors would include, certainly, the amount of the 
employer’s contribution and the benefit purchase by it in relation 
to the salary of the employee. 

You would take into account whether the contribution was made 
under a retirement plan which was applicable to a class or classes of 
employees. You would take into account, except as to contributions, 
whether the employee was substantially a full-time employee deriv- 
ing the major part of his compensation from the exempt organization. 

Also, whether the contribution, and this is a very important factor, 
I think, in the type of transaction we have seen, whether the con- 
tribution was the result of an individual agreement or option to apply 
money which would otherwise have been paid either as current salary 
rr increase in salary. Finally, whether the employee was a creator of 
ora substantial donor to the exempt organization. 
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In addition to a regulation, I think that it would be perfectly 
possible for the Treasury, if it feels that some further surveillance is 
needed, to require an exempt organization to report any annuity con- 
tributions made over 20 percent of the current salary, simply as in- 
formation to give the local revenue authorities an opportunity to look 
into the situation if there seemed to be anything wrong there. 

We feel that the committee is certainly going to give consideration 
to this problem, and the committee is, of course, giving considera- 
tion to the problem. Having given consideration to this problem, it 
will resolve one way or the other the propriety of the present treatment 
of the retirement plans of exempt organizations. 

We do hope that in coming to its conclusion, this committee will 
look further than simply the 403 (a) (1) provision which we have 
before us here. We hope that the committee will look further, to 
section 403 (a) (2), the capital-gain provision, and section 101 (b), 
the nonforfeitable death benefit exemptions, and sections 2039 (c), 
the estate-tax exemptions for benefits resulting from employer 
contributions. 

Those three provisions come from the 1954 Code, and in including 
those provisions in the law, Congress did not give the retirement plans 
for exempt organizations the same treatment which they have given 
to qualified retirement plans. We don’t know just why that was. 
It may have been there was some lurking thought of this particular 
pooniens: It may have been completely inadvertent, but at least we 
1ope that this committee will give consideration to bringing in a 
consistent treatment in its recommendations. 

lt is not so much that we feel that these sections in themselves are 
great, and wonderful things. I don’t want to be put in the position 
of defending any one of these sections one by one. I simply want. to 
point out the problem of the administrator of a retirement system 
who is told on one hand that he does not have to have a qualified retire- 
ment plan; on the other hand that he does. 

He doesn’t know what Congress wants him to do since he has only 
one retirement plan, and he can’t split it up for purposes of 
qualification. 

We feel that Congress was proceeding on a sound basis in giving 
equal treatment to such retirement plans in 1942, when this amend- 
ment to the Internal Revenue Code came in. We think that the only 
real problem which has been pointed out in this situation is actually 
taken care of under existing law. We feel that that being the case, 
it would be well to go ahead and give consistent treatment. 

I would like to say that I am very happy to have the opportunity 
of discussing this problem before the committee because it is one which 
did bother us and which we feel should certainly be kept under good 
control. We think, however, that the Internal Revenue Service can 
take care of the problem by enforcing the law as it is and we hope 
that this committee, in its report, will certainly call attention to this 
problem both as a warning to any taxpayers who may have wishful 
thoughts on the subject still, and as a strengthening factor to the 
Internal Revenue Service in enforcing the law. 

I thank you. 

Mr. Mirus. Does that complete your statement ? 

Mr. Goon. Yes, sir. 
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Mr. Mitts. Are there any questions ? 

Mr. Kean. I would like to ask something about these tables. Will 
you look at your table on exhibit D? Do I understand that this 
provides that if someone entered teaching, for instance, at the rate of 
$3,600, it estimates a salary scale there when he gets through and he is 
ready to retire, he will have been getting $7,200 ¢ 

Mr. Goon. Yes. 

Mr. Kean. You have on the right-hand side there the total amount 
that he will get, which is $4,555, and you say it is 41 percent. Now, 
$4,555 isn’t 41 percent of $7,200. 

Mr. Goop. That is a man entering at a higher salary. Each one 
of these headings of the columns is an entry salary. That is not in 
itself a salary progression. Each one is anentry salary. That would 
be a $12,000 final salary. 

Mr. Kean. What is that 41 percent figure ? 

Mr. Goop. That is on the final 10-year average, and he would be 
finishing at $12,000, but he would be averaging some slightly lower 
amounts in the last 10 years of service, so it is a slightly smaller 
amount that that is related to. I think that I had that somewhere. 

Mr. Kean. Then the correct figure for the one that is entering at 
$3,600 would be that he would get his total benefits at $3,242, which 
is approximately 48 percent. 

Mr. Goop. Approximately 48 percent of the $7,200, or a little less 
than $7,200. That table was not as well prepared as we might have, 
I will certainly admit. 

Iam glad you called attention to that, sir. 

Mr. Mirus. Mr. Good, let me understand exactly the request that 
you are making of the committee. 

As I understand it, let us get it down to the sections of the law, 
you want for your group the benefits of 403 (a) (2)? 

Mr. Goon. Yes, sir. 

Mr. Muixs. That is the lump-sum distribution provision ? 

Mr. Goon. Yes, sir. 

Mr. Mirxs. And then you want the benefits of 101 (b) ; that is the 
$5,000 exclusion. 

Mr. Goon. Yes, sir. 

Mr. Mitzs. And then you want the provisions of 2039 (c) which is 
the estate-tax exclusion for employer contribution benefits ? 

Mr. Goon. Yes, sir. 

Mr. Mitxs. You want all of those things, is that right, that are now 
limited to qualified plans? 

Mr. Goon. That is right, sir. 

Mr. Mus. Under existing law, those benefits now only accrue to 
those who are parties to qualified pension plans. 

Mr. Goon. That is right. 

Mr. Mitis. Now, you suggest that we make those available to em- 
ployees of these nontaxable institutions? 

Mr. Goon. Under their retirement plans; yes, sir. 

Mr. Mitts. Even tho. .h the nontaxable institutions did not have 
a plan that would otherwise qualify under the law if it were taxable? 

Mr. Goon. Well, it qualifies under the law as it provides in 403 (a) 
(1). That is, it is my belief that Congress in 1942 had decided that the 
tax-exempt organizations were to get the same treatment as qualified 
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plans. Iam simply suggesting that the same considerations, I believe, 
apply to these new benefits which are relatively minor. 

Mr. Mixus. I don’t think that there is any question about the mean- 
ing of the existing law and what it does. I think it does apply to the 
employees of these exempt educational, charitable, and religious or- 
ganizations, the same benefits or the same benefit for the pension benefit 
that is now extended to the employers who are taxable under the quali- 
fied plans, but somewhere along the line in writing the 1954 amend- 
ments, provision for the tax treatment of the beneficiary seems to have 
been omitted from section 403; isn’t that about right ! 

Mr. Goop. You are referring to 403 (a) (1), sir? 

Mr. Mitus. Yes. Somewhere along the line it seems we have omitted 
to say anything about what happens with respect to the employee of 
the nontaxable institution who is participating in a nonqualified pen- 
sion plan. 

Mr. Goon. I believe that is covered, sir. That has simply been taken 
over from the existing law, the old section 22 (b) (2) (B), which 
provided for the case of purchase of an annuity contract for the 
employee of a tax-exempt organization. In that case he was to be 
taxed on benefits as they were paid out. 

Mr. Mus. No. 403 has to do with taxability of beneficiary under a 
qualified annuity plan; in (B), taxability of beneficiary under a non- 
qualified annuity. 

Do you have the language there before you? Let us read it. 

















Except as provided in paragraph (2), if an annuity contract is purchased by 
an employer for an employee under a plan with respect to which the employer’s 
contribution is deductible under section 404 (a) (2). 

That is the qualified plan applying to taxable institutions ? 

Mr. Goon. That is right. 

Mr. Mitts (c ontinues reading) : 

Or if an annuity contract is purchased for an employee by the employer described 
in section 501 (¢c) (5) which is exempt from tax under section 501 (a), then the 
employee shall include in his gross income the amounts received under such 
contract for the year received as provided in section 72, except that section 72 
(e) (8) shall not apply. 

Now, the method for the taxation of the beneficiary is provided in 
403 (a) (1) ¢ 

Mr. Goop. So far as the current income tax treatment is concerned, 
that is your provision, I think. 

Mr. Minis. But not as to the three things that I have mentioned ? 

Mr. Goop. Not as to those three new items which occurred in the 1954 
Code, sir. 

Myr. Mitts. What you want is the extension of that qualified plan or 
extension of the benefit under the qualified plan to the nonqualified 
plan so long as the employer is a tax-exempt institution ? 

Mr. Goon, That is right, sir. 

Mr. Mitis. You disagree, then, with the thought that there should 
be some measurement of the relationship of the annuity and the income 
paid by the tax-exempt institution in order for those benefits to accrue 
to the arene under the plan ¢ 

Mr. Goop. We do not see the necessity for that, sir. We believe that 
the only problem that has been called to our attention or come to our 
attention is actually not a problem. It is taken care of under existing 
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law. We feel that practically any arbitrary limit that you are likely to 
apply is going to cramp plans one way or the other. 

Mr. Mitts. Now, you referred to the regulations, and you said you 
thought that the whole thing could be taken care of by regulation, 
and you understand, of course, we can’t write regulations here—as I 
heard you, or at least I thought you were suggesting that the Treasury 
do by regulations some of the very things ‘that the Treasury is pro- 
posing that we do by law. 

Is there a similarity between what you are suggesting the Treasury 
do by regulation and what the Treasury is suggesting we do in the way 
of an amendment to the law? 

Mr. Goon. I believe, Mr. Chairman, that there is a great difference 
between the Treasury measuring the propriety of a particular an- 
nuity purchase, and whether this is a genuine, bona fide retirement 
annuity we are dealing with, or whether it is one of these schemes 
that we don’t like, I think there is quite a bit of difference between the 
Treasury using as a measure and as a partial test the amount of pur- 
chase there along with other factors, of course, in an attempt to make 
the amount of the purchase the test of it. 

Mr. Mitts. You think that there is no need of us legislating on this 
because if there is any correction needed that the Tre: isury has the 
authority under existing law to promulgate regulations that can cor- 
rect it? 

Mr. Goon, That is my feeling. 

Mr. Mints. You referred to the Tre asury regulation that exists at 
the present time. Isn’t that ruling of the Treasury applicable where 
employees request that their salary payments be decreased and an an- 
nuity provided ¢ 

Mr. Goop. That is clearly an objectionable transaction, and I think 
that there is no question about that type. 

Mr. Mitts. Isn't that all that is covered by this ruling that you are 
talking about ¢ 

Mr. Goon. You are referring to 54-267, sir 

Mr. Mirrs. That is right. 

Mr. Goop. No; what I was referring to, sir, was the pension trust 
regulation that came out in September of this year, which I put in 
exhibit B of the memorandum here. 

Mr. Mirzs. You weren't referring to that ruling? I thought you 
were "s one point. 

Mr. Goop. I was saying that in our opinion Revenue Ruling 54-26 
is a thoroughly correct statement of the law. 

Mr. Muts. But it only applies to that one situation. 

Mr. Goov. It only applies to that one situation. Bo 

Mr. Mrs. It doesn’t apply to the situation where the initia! 
agreement or contract pr ovides for the annuity. It only apples 
where after a contract is entered into for certain stipul: ite “Ll salary. th e 
employee comes in and asks for a reduction in salary so that pa rt of 

can be in the form of an annuity. 

Mr. Goon. It did not cover the situation of the case where the 
employee is going to get an increase in salary, either, and decides 
he would like to take that as an annuity. I think those arrangements 
are also objectionable under present law, and I think the Treasury ean 
get after them. 
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Mr. Mus. Now let me ask you this: Do you know the number of 
specific cases that would be affected should the committee accept and 
enact the suggestion of the Treasury in this field? That is item 13 
on page 6, with their recommendation on page 7. 

That is if the Congress should enact that providing for this 10 per- 
cent limitation, how many cases would be affected by that? 

Mr. Goop. Well, you have to break that down into actual and po- 
tential, I think. Actually, I can see on this list maybe a dozen or so 
colleges and universities and a few more foundations which at present 
are contributing over 10 percent. I would say that over 100 or so 
are having a joint contributory rate of 15 percent, or at least of 10 
percent and over, where I don’t believe it would be the mtent of Con- 
gress to prevent that plan from going over to a noncontributory 
basis. 

Actually, I think that we will see more of this as time goes on. The 
noncontr ibutory plan is having more and more of a place i in industry 
and pension planning generally, and I think educational institutions, 
too. ‘They are going to have to go into noncontributory plans, partly 
just as a matter of generosity to employees and partly because of the 
unfavorable tax status of contributory retirement plans. 

I would say in that point of view, you would find 100 or so affected. 
Maybe 150 are affected. You would further find a number of in- 
stances in which supplements have been provided from time to time 
at retirement to increase benefits which were thought to be inadequate ; 
that is, by payment of a single premium where there was no intent 

that that money would ever have been paid in current salary except 
year by year as the annuity would have been paid. 

Mr. Mitts. Now, the problem arises, and this is why it is before us. 
It has been called to our attention that in some instances there is no 

salary at all paid and that the individual is a part-time employee of 
this tax-exempt institution. 

He has a salary from some other source or sources. Because he 
doesn’t need the additional salary at the moment, he enters into the 
initial agreement that what he would get in salary be treated as an 
annuity, : so that the $2,000 or $1,000 or whatever it may be is converted 
into annuity rather than paid directly into salary. 

Now, all the Treasury is suggesting here in their answer to the 
problem is that the blanket deferment which now exists for annuities 
given to employment by educational, charitable, and religious organi- 
zations be available only in the case of those or ganizations which pay 
no more than 10 percent of the compensation of any employee in the 
form of annuity contracts. 

Now, if 10 percent is too low or too great an amount, what should 
the amount be, do you think, if we take any action in this direction 

Mr. Goop. Well, it depends a great deal on the type of funding 
methods that you want to force upon educational institutions, 

Mr. Mitts. The whole point, Mr. Good, to me is this: I don’t like 
these devices to get around the payment of the tax for salaries that are 
earned if they are converted into annuities or something of that sort. 
I want some of that annuity treated as salary, because I think that is 
really what it is. 

Mr. Goon. I believe that ean be done under existing law, and I don’t 
see why the Treasury doesn’t step up and take its money. 
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Mr. Mitis. They do not think that they can. They laid it before 
us and they say it 1s a loophole in the law that they cannot correct by 
regulations and they urge us to amend the law. : 

If it could be done by regulation, in your opinion, and you say it 
should be done by regulation in your opinion, then why do you oppose 
it being done legislatively when the Treasury thinks that would be a 
better way of handling it? 

If the same result is to accrue under your theory that the Treasury 
is suggesting, why not let the same result accrue by legislative action 
if that is all that is going to happen ? 

Mr. Goon. My suggestion to you, sir, is that you are aiming at 
certain specific situations, which I believe can be hit under present 
regulation. I have simply tried to show in my statement, which I 
think will come out if you look it over, that practically any arbitrary 
limit that is put on is going to produce undesirable cramping results. 

If I were asked to drag a figure out of the air, that might be a rea- 
sonable figure, I would say maybe 20 or 25 percent, when you consider 
what unit benefit funding would involve. If an educational institu- 
tion wants to buy 114 or 2 percent a year, it might have to go up to 27 
percent at the end of the individual’s career, to provide that much 
benefit. 

I further have in mind the fact that past service is not the only 
situation where you may want to fund an additional retirement benefit 
right now. Of course, if Congress wants to put on a limit, it can. If 
it sees that that is the only way to do it, it can do so. I simply hope 
that Congress will consider the alternative method of proceeding by 
regulation first. 

I have not heard that the Treasury has lost any cases on this subject 

yet. 
" Mr. Mirus. There was one college you mentioned to us where this 
practice presently exists, of converting the entire salary into annuity 
and making no payment direct at that time to the person teaching in 
this institution. The entire salary has been converted under an initial 
contract from the very beginning into annuity. 

What the Treasury fears, I think, is that if we don’t take some action 
then the practice may well develop in other institutions, and become 
quite prominent. I can understand that it would be perhaps in the 
best interests of a lawyer, for example, who has a rather good income 
and whose services are sought by a law school, to accept all that he 
receives from the law school in the form of annuity rather than salary, 
because if he received it in salary he would immediately pay taxes 
at the top bracket at which he was paying, and his tax would im- 
mediately go up materially, whereas, if it can be converted into 
annuity, he can get the benefit of it later on in life when his earnings 
may not be so great and when the tax effect would not be so pro- 
nounced. 

Now, if it is being done in one educational institution, I am satis- 
fied there will be others that will follow the same course. There will 
be a lot more of it than there is today. 

I think that we must take notice of the Treasury’s position and 
if you think the thing can be handled by regulation, and you are 
perfectly willing to have it handled by regulation, I don’t see where 
the difference is. 
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The Treasury suggests to us that we legislate on it to prevent it from 
growing and you and the Treasury are in about the same mind, it 
seems to me. Certainly I am a strong believer in writing out the law 
specifically when it can be done, and not relying upon regulation that 

can be changed. 

Mr. Goon. My only feeling on the subject is that retirement funding 
is a very complicated matter, and any rigidities of one sort or another 
lead to difficulties. I would be very sorry, sir, to see this committee 
go on meron as saying that these practices which have gone on are 
legal. I don’t believe that they are. 

Mr. Mitts. We are talking about the practices that have happened 
in this one institution. We just do not think that that is a good 
practice. We do not want to see it become widespread and if we did 
anything along this line we would certainly not do any more than the 
Treasury is suggesting, and the Treasury says that the changes sug- 
gested might be made effective with respect to premiums paid on 
annuity contracts in taxable years beginning after December 31, 
1956. 

There would be no retroactive effect to it and it would not be taking 
an unfair advantage of them, I cannot see why if it can be done by 

regulation, we are “not justified in doing it by amendment to the law. 

Mr. Goon. I think really it ought to ‘be done by going out and col- 
lecting taxes from the individuals of that particular organization 
right now. 

Mr. Maris. You think they have authority under existing law to 


Mr. Goop. I do not think that that transaction was protected by 
the law. 

Mr. Minus. Where would you find that in the law? You are get- 
ting me interested. I think maybe we can tell them something if you 
can point that out to me. 

Mr. Goop. I think it is the same principle they went on in Rev- 
enue Ruling 54-267. I think that Congress, when it said annuities 
purchased by a tax-exempt organization, was talking in terms of 
annuities which are actually purchased with the money of the exempt 
organization, and not with money which it would otherwise make 
available for salary. 

I can see no difference bet ween that situation, as a matter of fact, and 
the 5-percent contributions which an employee pays under a con- 
tributory plan. 

Mr. Mitrs. I am not going to delay it, but IT have some difficulty in 
finding that the ruling itself is based upon statutory law. I do not 
iknow whether it is sound, the ruling that is in existence, and certainly 
it applies to only one type of a case, and it does not apply to this type 
of case. 

If the ruling is more limited than the situation we are talking 
about, if it is not soundly based in law, they could not enlarge that 
ruling and have a sound ruling, I would not think. At any rate, 
if it turns out that we must do something about this m: itter, ‘and if 
we are going to do something about it, if that is the decision of the 
committee, do you have any suggestion for varying the proposal of 
the Treasury ? 
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Mr. Goop. The only proposal that I have, Mr. Chairman, would be 
that I think the limit should be considerably higher than 10 per- 
cent. 

Mr. Mitis. How high would you make it? 

Mr. Goop. As I said, I would think that if one took into account unit 
funding possibilities, it would have to go as high as 25 percent. On 
the other hand, if you wanted to cramp it right down to what would 
be a fairly adequate money-purchase system, 15 percent might do it. 
But a number of institutions would not be able to do as well for 
their employees as they would like to. 

Mr. Minis. You suggest we investigate the possibility of making 
it 25 percent or 15 percent ‘ 

Mr. Goop. Yes, sir. 

Mr. Kean. I notice on this table that 15-percent rate there, at the 
age 30, they would get 63 percent, 60 percent and 58 percent, or more 
than half. 

Mr. Goon. I believe that is only of the career salary, isn’t it, when 
you test by the last part ? 

Mr. Kean. That 1s exhibit D again. 

Mr. Goop. You are referring to social security there, are you? 

Mr. Kran. Social security and the annuity contract both. 

Mr. Goop. That is the question, too, whether this committee feels 
that the educational organizations should take in social security as 
part of the benefits that they are providing. 

Mr. Kran. The recipient of the benefits, he gets the money out of 
social security just as much as he does out of the contract. 

Mr. Goon. But it is not provided by the employer. All I am sug- 
gesting is that some employers do feel that social security is a mat- 
ter between the employee and his Government, and that the employer 
should not horn in and take credit for it. I think that is a question 
that this committee should not try to force upon any particular em- 
ployer. He should make his own decision. 

Mr. Mixus. Are there any further questions / 

[f not, we thank you for your appearance and the information you 
have given the committee. 

Mr. Goov. We hope that we may discuss things hereafter, if you 
do wish to explore things further. 

Mr. Mitts. We will be glad to discuss it with you, and feel free 
to talk to any of our staff people at any time about it. 

The committee stands adjourned until 10 o’clock in the morning. 

(Whereupon, at 3 p. m. the subcommittee recessed, to reconvene 
at 10 a.m., Wednesday, November 21, 1956.) 
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WEDNESDAY, NOVEMBER 21, 1956 


Howse or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TAxaTION 
OF THE COMMITTEE ON Ways AND MEAns, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to notice, in the hear- 
ing room of the Committee on Ways and Means, House Office Build- 
ing, Hon. Wilbur D. Mills (chairman of the subcommittee) presiding. 

Mr. Mitts. The subcommittee will come to order. 

Our first witness this morning is Robert C. Tyson. 

Mr. Tyson, will you come forward, please, sir. 


STATEMENT OF ROBERT C. TYSON, CHAIRMAN OF THE FINANCE 
COMMITTEE OF TERE UNITED STATES STEEL CORP. 


Mr. Mitts. Will you identify yourself, please, for the benefit of 


the record ¢ 

Mr. Tyson. I am Robert C. Tyson, chairman of the finance com- 
mittee of the United States Steel Corp. My associates are Mr. Wil- 
liam L. Hearne, who is our director of taxes, and Mr. A. C. Newlin, 
of the law firm of White & Case. 

Mr. Mir1s. You gentlemen may have a seat and proceed in your 
own Way. 

Mr. Tyson. I have a brief statement that I would like to read to 
your subcommittee and then I am at your disposal. 

Mr. Chairman and gentlemen: I come before you to explain, if I 
may, how a provision of the Internal Revenue Code, as interpreted in 
a tax regulation issued 2 weeks ago may well work an unintended 
hardship on qualified pension trusts. The hardship that may be 
wrought is the prevention of purchases by such trusts of a heretofore 
traditional type of investment such as unsecured debentures of an 
employer corporation. 

The Internal Revenue Code contains provisions to insure that funds 
contributed to pension trusts shall be held for and utilized for the 
exclusive benefit of the beneficiaries of that trust rather than for the 
benefit of the creator of the trust. To that end certain uses of the 
funds are prohibited. The Internal Revenue Code provides in sec- 
tion 503 (c) (1) that a “prohibited transaction” means, among other 
things, any transaction in which an exempt organization, such as a 
qualified pension trust, “lends any part of its income, or corpus, with- 
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out the receipt of adequate security and a reasonable rate of in- 
—* ‘the corporation which created the exempt organization. 
aus the law, if the pension trust engages in a prohibited trans- 
action, the pension trust loses its tax-exempt status and both the 
employer and the employees suffer adverse tax consequences, 

This language respecting adequate security came into the revenue 
law in 1950, in section 3813 (b) (1) of the 1939 Code. When adopted, 
it applied only to charitable and similar funds and foundations, 
The 1954 Code made it applicable also to qualified pension, profit- 
sharing and stock-bonus trusts. In explaining the language as 
adopted in the 1950 act, the Senate Finance Committee said: 

Under your committee’s bill the only lending which is considered a prohibited 
act is the lending of income or corpus which has been permanently set aside 
or is to be used for charitable, etc., purposes, and there only where such income 
or corpus is lent without the receipt of adequate security and a reasonable rate 
of interest, since only this type of loan is not at arm’s length. 

It thus appears the intention was to prevent transactions which 
were not at arm’s length. 

From the time the provision was first adopted in 1950 until pro- 
posed regulations were put out by the Treasury Department early in 
1956, no attempt had ever been made to define the term “adequate se- 
curity.” Most people thought that Congress must have used the term 
in a broad sense which would include financial security rather than in 
the narrow sense of mortgage or collateral security. However, the 
proposed regulation provided that the term “adequate security” means 
that a mortgage or pledge of property or other collateral is required. 

On November 8, 1956, the Treasury Department issued Technical 
Information Release 27 stating that the proposed regulations will 
become final substantially in the form proposed. 

Under such regulations, if a corporation issues and sells to the 
public debentures with the highest investment rating, and if the quali- 
fied pension fund of the issuer invests some of its funds in such de- 
bentures, along with the public or other investors, the pension fund 
will be considered as having engaged in a prohibited transaction, with 
the adverse tax consequences stated above. 

We do not believe that the Treasury Department is correct in its 
interpretation of the law. In any eve nt, we do not believe that Con- 
gress intended the results which would come about through this in- 
terpretation of the law. 

Arguments have been made to the Treasury Department without 
avail as to why it should not interpret the statute in a manner which 
would produce such a result. It is understood, however, the Treasury 
Department feels the language of the present statute is such that it is 
bound to take this position, regardless of the desirability of the effect 
of such an interpretation. 

While it is strongly believed that such an interpretation of the 
statute is erroneous, it seems most desirable that any uncertainty be 
removed by a clear expression by Congress on the question. 

As stated above, the apparent purpose of the law was to prevent 
transactions which were not at arm’s length. The reason for this must 
have been to protect the funds of the exempt organization and to 
endeavor to insure that money invested would be paid back and become 
available for the purposes of the trust. Certainly the existence or 
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nonexistence of a mortgage or other pledge does not determine w hether 
an investment is safe or prudent. 

Rather, the test should be the financial security of the investment. 
Many corporations have outstanding debentures not secured by mort- 
gage or other collateral which command the highest investment 
ratings. Some of these have been offered to the public, and others 
have been sold privately to a relatively small number of informed 
investors. Many of such debentures are more favorably regarded by 
the investing community than first-mortgage obligations of other 
corporations. 

The acquisition of such debentures by the pension trust of the issuing 
corporation, on the same terms as suc sh obligations are purchased by 
other investors, is an arm’s-length, businesslike transaction. In view 
of the above-quoted language of the Senate Finance Committee, it 
would seem clear that such an investment is not the kind of transaction 
intended to be condemned as a prohibited transaction, carrying the 
serious consequences of such a status. 

Unless the statute is amended the situation will be very peculiar. 
For example, the purchase by a pension trust of preferred or common 
stock of the corporation creating the trust is not a prohibited transac- 
tion, but the purchase of its debentures is so considered, even though 
they are senior to such stock. The purchase by one pension trust 
of a bond of its creator secured by a mortgage may be all right but the 
purchase by another pension trust of a higher quality debenture of its 
ea isnot. Obviously, such peculiar results were not intended and 
the statute should be amended to make this clea 

I would also like to point out that the anion which the Internal 
Revenue Service has found it necessary to adopt in connection w ith ad- 
vance rulings on adequate security may well fit the cases of direct loans 
irom a trust to its creator, but are in no way appropriate for the im- 
portant cases of marketable securities issued by a corporation and 
acquired in part by its pension fund. 

For example, few, if any, mortgage bond indentures require that 
the value of the mortgaged property be more than 150 percent of the 
bonds issued under the indentures. Such bonds would not qualify 
under the standards just mentioned, which would require that the 
mortgaged property have a value of at least 200 percent of the bonds 
issued, 

If, as I have suggested, the appropriate test is the financial security 
of the investment, the question remains as to how this test is to be ap- 
en In the first place, I believe that the Internal Revenue Service 
had ample authority under the law as it existed prior to the adoption 
of the 1954 Code to police the investments of pension and other simi- 
lar trusts and to insure, under penalty of loss of tax-exempt status, that 
such trusts would not be operated for the benefit of the employing cor- 
porations and to the detriment of pensioners. 

Procedures for this purpose were established pursuant to P. S. 49 
and Revenue Ruling 33 which permit consideration of each case on 
its own facts and this is the soundest approach to the problem. 

However, if it is believed that the law must provide a guiding rule, 
I feel that the best indication that a financial transaction is at arm’ S 
le ngth is the acceptance of the same transaction by other investors who 
have no interest in the | issuing cor por: ation. 
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Clearly there can be nothing at variance with the principle behind 
the legislat ion in a security which meets the test of the financial market 
place and is purchased by independent investors. Such acceptance 
indicates better than any other test that the interest rate and price are 
reasonable, that the finance ‘ial security of the obligation is adequate and 
that the transaction is at arm’s length. 

I urge, therefore, that section 503 (c) (1) be amended in any appro- 
priate manner so as to permit a loan by an exempt organization to its 
creator in any case where the two following qualifications are satis- 
fied ; namely— 

1) The loan is evidenced by securities which are part of an issue 
50 percent or more of which is acquired and held by other investors 
not affiliated with the creator of such organizations; and 

(2) Such organization acquires such securities upon terms not less 
favorable than those upon which other securities of the same issue are 
acquired by such other investors. 

I hope that this committee will give favorable consideration to these 
suggestions. However, before any remedial legislation can possibly 
be “enacted, the regulations just issued will impose an immediate and 
pressing problem for, and great hardship upon, many a pension trust 
which before the proposed. regulations were promulgated invested a 
portion of its funds in obligations of its creator in the then justified 
confidence that its tax-exempt status would not thereby be jeopardized. 

Under the regulations the mere holding of such obligations without 
adequate security on February 1, 1957, “will constitute a prohibited 
transaction and subject such trusts and their creators and employee 
beneficiaries to the penalties of the law. To comply with the regula- 
tions by this date, such a trust may be compelled hurriedly and at 
disadvantage to itself and its beneficiaries to liquidate securities which 
were originally acquired in good faith and which subsequent action 
of the Congress might permit them to retain. 

Therefore, I also. urge that this committee recommend to the Treas- 
ury that the time limit of February 1 be extended pending a full con- 
sideration of this problem by this committee and the Congress. 

Mr. Mitts. Does that complete your statement, Mr. Tyson ? 

Mr. Tyson. That completes the statement, Mr. Chairman. 

Mr. Mitts. Is it your desire that either of the gentlemen accompany- 
ing you make a statement ? 

Mr. Tyson. No, it is not. 

Mr. Mirus. Are there any questions? 

Mr. Baker, of Tennessee, will inquire, Mr. Tyson. 

Mr. Baxer. Mr. Tyson, it is apparent that you do have a very 
serious problem. WwW as this February 1, 1957, date in the regulation ? 

Mr. Tyson. It is not in the regulation; it was in the information 
release. The information release was dated November 9 and it was 
stated that the securities held which were now considered prohibited 
transactions would not be so interpreted if they were disposed of by 
January 31, 1957. 

Mr. Baxer. I suppose there are a large amount of debentures am 
volved throughout the country in situations of kind; do you suppose ? 

Mr. Tyson. I would assume there are, sir. I would assume that 
many pension trusts have such investments in their portfolios which 
they may be forced to liquidate under these regulations, in a hurried 
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manner, because we all know what has happened to the money market, 
the interest rates over the past several months. 

Mr. Baxer. Of course, the purpose of the provision, as I recall the 
hearings in 1954, was to protect the solvency of the trusts for the 
employees, particularly where companies of doubtful strength might 
bring pressure on employees or otherwise to insist that securities of 
the creator or grantor corporation be purchased. I remember that 
was discussed and that is not your case. 

You recognize the problem, of course, Mr. Tyson. 

Mr. Tyson. I recognize the problem, and I recognize that the change 
undoubtedly would not have been considered without due reason 
when it was made in 1954. But I think there are many problems. 

Mr. Baxer. It seems that the matter ought to be studied compre- 
hensively and certainly it seems to me that this cutoff date should 
be extended materially. That is all I have, Mr. Chairman. 

Mr. Mitxs. Mr. Tyson, what is the situation with respect to the pen- 
sion trust created by the parent company, the United States Steel 
Co. What is the relationship of the trustee of that fund to the 
parent company! I ask the question because in some instances I 
know that the treasurer of the parent company, also acts as the trustee 
of the pension fund. Is there such a relationship existing in your 
situation ? 

Mr. Tyson. Yes, sir; there is. The United States Steel and Car- 
negie Pension Fund is a membership corporation and operates under 
the statute as an exempt trust. It is the trustee for the moneys pro- 
vided by United States Steel Corp. The members of that membership 
corporation are officers of United States Steel, but that corporation 
has its own employees, a staff of experts in the investment field to study 
and recommend with regard to the investments. 

Mr. Mitis. One of the problems that would always arise, where 
there is such a relationship, without some limit: ation in law with 
respect to the use of the corpus of the trust is in determining whether 
or not the individual acts of the trustee are in the best interest of the 
trust, or whether he is acting in the best interests of the company of 
which he is an officer. It would not be a ver y enviable position to be 
in under certain circumstances. 

This problem would not arise in situations where the trustee of 
a plan is a bank or someone completely removed from the operation 
of the company. I do not mean to infer that there would be any 
thought in anyone’s mind to do with the fund something inadvisable, 
but it is difficult under all circumstances to serve two masters in an 
impartial manner. I would not want to be in that position if I could 
avoid it, as I know many, many are in this field. I do not want to 
press that point- 

You have already, I assume, or the trust fund has already loaned 
part of its income or corpus to United States Steel ? 

Mr. Tyson. Under the interpretation of “lending,” Mr. Chairman; 
that is correct. 

Mr. Mitts. What is the amount? I didn’t want to interrput you 
but I wanted to find out the amount. 

Mr. Tyson. Our particular situation is this: In 1954, the United 
States Steel Corp. had an issue of debenture bonds. The issue was 
$300 million in total. Now, $225 million of those bonds were sold 
through underwriters to public investors, and $75 million or 25 per- 
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cent were purchased by the trustees of the pension trust on the same 
terms as the underwriters purchased the bonds for resale to the 
public. 

Mr. Mitts. What is the security—we refer to adequate security in 
the law—back of those bonds? 

Mr. Tyson. It is the financial security of the corporation. 

Mr. Mirus. Are they bonds or are they debentures ¢ 

Mr. Tyson. They are debentures. 

Mr. Mizts. But the same situation would exist ? 

Mr. Tyson. There is no collateral as such, and there is no mort- 
gage on any of the properties behind those debentures. 

Mr. Mitis. They are debentures, and all that is back of them is 
the same that is back of any other type of a debenture, the full faith 
and credit of the company issuing the debentures ? 

Mr. Tyson. That is correct, sir. 

Mr. Minus. Then the question arises whether that is adequate se- 
curity; is that right? 

Mr. Tyson. That is correct, sir. 

Mr. Mu. Ls. Does the trust fund that we are talking about now have 
any of the common or preferred stock of United States Steel 

Mr. Tyson. It has not, sir. 

Mr. Mitts. But under existing law, it could? 

Mr. Tyson. It could, sir. 

Mr. Mitis. What is there that makes the common or preferred 
stock sound ? 

Mr. Tyson. I think that I have posed that question in my presenta- 
tion. 

Mr. Mitts. I know you did. 

Mr. Tyson. I want to touch first on these debenture bonds. The 
only agreement that we have in the trust indenture covering them 
is that no further debt will be collateralized without equal collaterali- 
zation of the debt which is already outstanding. The purchase by 
the public, I think, of 75 percent of a $300 million issue in our case 
certainly showed a free market determination of the desirability or 
lack of desirability of that debt. 

1 think the pension fund, getting it on the same terms as did the 
outsiders, the investing public, puts them at no disadvantage what- 
soever with regard to that loan. Now, as to the purchase of equity 
stock, many pension trusts do have common and preferred stocks of 
their own creators in their funds. It has been our policy not to put 
the investments of the pension fund into our equities, and perhaps 
some of our reasoning Is the same as has been stated here or been 
thought of by your committee. 

That is, the beneficiaries, perhaps, should not have all of their 
eggs in one basket, so to speak. But when it comes to a matter of 
debt which is backed up by the equities, it certainly is a preferred 
debt to those equities. I certainly will not say that it isn't a good 
investment to invest in the equities of your own company. It has 
just been our practice not to do that. 

Mr. Mitus. But would you consider one as good as the other? 

Mr. Tyson. We would consider the debt superior to the invest- 
ment in the equities. 

Mr. Mirts. That is the point I wanted to get you to make, if you 
would. 


ais se aR 


9 aR 





—_— 


alee 


Ale ey led 






TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 165 


Mr. Tyson. Very definitely so, yes, sir. 

Mr. Minis. Actually, it occurs to me that perhaps this entire sub- 
‘ect matter needs, as Mr. Baker said, further study and review by the 
Congress. In the meantime, it is your hope that you will not be 
required to liquidate this $75 million of the United States Steel credit 
until the Congress can look into the matter further. 

Mr. Tyson. That is correct. The balance of that figure, I should 
sav—those were serial debentures—is now $60 million instead of $75 
million. 

Mr. Mitus. I want to insert in the record a copy of this technical 
information release, dated November 8, 1956, that Mr. Tyson has re- 
ferred to, so that it may be fully developed in the record what the 
Treasury has said. 

The requirement under that release is that you liquidate this $75 
million of United States Steel credit by February 1, 1957. If you 
were required to do that, would the fund itself suffer any loss whether 
it be a paper loss or not, at the present ? 

(The information referred to follows:) 


U. S. TREASURY DEPARTMENT 
Internal Revenue Service 
NOVEMBER 8, 1956. 


TIR-27 
TECHNICAL INFORMATION RELEASE 


The Internal Revenue Service made the following announcement today con- 
cerning the proposed regulations under section 503 of the Internal Revenue Code 
of 1954 (published January 21, 1956). Section 503 (c) (1) designates as pro- 
hibited transactions loans made by certain exempt organizations to persons or 
organizations specified in section 503 (c) without the receipt by the lender of 
adequate security and a reasonable rate of interest. Under the Internal Revenue 
Code, exempt organizations which engage in prohibited transactions lose their 
tax-exempt status. 

Certain aspects of the proposed regulations were discussed by the Treasury 
Department with the Congressional Joint Committee on Internal Revenue Taxa- 
tion. The proposed positions were approved by the committee. However, to 
prevent hardship to taxpayers in view of the uncertainty in this area, the com- 
mittee approved the Department's intention to make appropriate prospective 
applications of the regulations. In line with this policy, the Treasury Depart- 
ment will adopt the following rules. 

The regulations under section 508 (c) (1), when adopted, will contain the same 
definition of “adequate security” (appropriately clarified) as provided in the 
proposed regulations under that section, and this definition will be applicable to 
ill loans (other than debentures) made after March 15, 1956, by the exempt 
organizations subject to section 503 (¢c). The “adequate security” definition also 
will be applicable to loans made before March 16, 1956, which are subject to the 
provisions of section 503, if such loans are continued after January 31, 1957. 

The regulations will make it clear that the purchase of debentures, even though 
made in the open market, is considered, for purposes of section 503 (c) (1), as 
a loan by the purchaser to the issuer of the debentures. Since there is some 
opinion that the proposed regulations did not make it entirely clear that the 
purchase of debentures in the open market is a loan, it has been determined 
that the definition of “adequate security” will be applicable to debentures pur- 
chased after November 8, 1956. This definition will also be applicable to deben- 
tures purchased before November 9, 1956, which are held after January 31, 1957; 
and which are considered as loans to which section 5083 applies. For example, 
an exempt organization subject to section 503, which purchased debentures on 
June 1, 1956, issued by a person or organization described in section 503 (c), 
will be considered as having engaged in a prohibited transaction if such deben- 
tures are held by it on February 1, 1957, and such debentures are then without 
adequate security, as defined in the regulations under section 503. 
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Mr. Tyson. May I make one statement before answering your ques- 
tion, Mr. Chairman. We are not certain that we have to liquidate. 
We are in the position of not knowing exactly where we stand because 
we had an advance ruling in connection with the purchase of these 
debentures from the Treasury staff, and we have not had a determi- 
nation or a ruling by them as to whether that ruling is superseded by 
the regulations or whether it will still be honored. 

That was under the 1939 Code. I am sure you gentlemen know 
better than I, the condition of the money markets today, the tightness 
of money and the inability of certain investors to put ‘out money at 
this particular time. W hat has happened to the interest rates, of 
course, is well known. The average rate on our issue was in the area 
of 21% percent and that is far lower than the interest rate today. 

So if it were necessary for us to dispose of these debentures by Feb- 
ruary 1, there would be an immediate loss sustained. 

Mr. Mixts. In the event you should be required to sell these deben- 
tures, that is the trust funds, there is a possibility that there could 
be some loss involved ? 

Mr. Tyson. There is a very definite probability that there will be. 

Mr. Mitus. That is true in some other instances that I have had an 
opportunity to look into, so I think it is important that the Treasury 
date of February 1, 1957, be extended. I would suggest that it would 
probably be fitting that that date be extended until July 1, 1957, so 
that the Congress “might have up to the end of June to ‘consider the 
many problems involved in this situation. 

I am hopeful that the Treasury will see fit to extend that date. I 
am sure they do not intend to impose such restrictions or limitations 
as to cause losses to trust funds. Actually what they are trying to do, 
is to prevent loss to the trust funds. So it would seem reasonable that 
they would do that, I think. 

You have suggested some of the standards that we could write into 
this law in the ev vent we do find it possible to make changes during the 
course of the coming year. I think you would agree with me, however, 
Mr. Tyson, that the Treasury position of not wanting to have to pass 
judgment upon the validity of the credit and the soundness of com- 
panies is well taken. I can understand that no official in the Treasury 

wants to be charged with any such responsibility as that, and I think 
that has something to do with perhaps the limiting nature of the regu- 
lations. 

Maybe we can work it out, but I would not want us to work it out 
in such a way as to have them faced with the responsibility of exam- 
ining each individual transaction. I am sure that you would not 
recommend that we impose any such responsibility. 

Mr. Tyson. I can well understand, Mr. Chairman, the problems 
that are created with the growth of pension funds and the additional 
number of cases they would have to consider. I would agree that 
they would have to have a very fine staff of specialists to do the real 
job in every case. 

So, I recognize the problem there. However, in our own situation 
over the years, and we have been in this trust business since 1911, we 
have found that our relationships and the determinations under those 
existing procedures worked very well. We could have no complaint 
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whatsoever with the manner in which they were handled and in the 
manner in which they worked. . 

My statements are based on my own, or our own experience in that 
field. . 

Mr. Miuis. Mr. Tyson, I want you to know that I share Mr. Baker’s 
thought, that this entire subject matter needs to be reviewed and 
studied by the committee and the Congress. I hope that we may have 
such an opportunity within the time that I have suggested. 

Thank you, very much. re 

Mr. Baker. I have just 1 or 2 other thoughts, if Imay. Ordinarily, 
you don’t think of the purchase of a debenture bond in the market as 
a loan to the issuing corporation. At least I don’t, if I was going to 
buy a debenture on the market, a debenture bond. The only differ- 
ence between a debenture bond and a mortgage bond means that the 
debenture doesn’t have a mortgage to secure it. It could be that this 
language is rather restricted. 

It says that adequate security also will be applicable to loans made 
before March 16, 1956, subject to the provisions of section 503, if such 
loans are continued after January 31, 1957. 

Now, I realize that a debenture is a promise to pay and in that sense 
the issuing debtor owes the bearer $1,000. But you don’t ordinarily 
look upon that as a loan like you borrow $100 million from the bank. 

Mr. Tyson. The interpretation that has been made on loans is a 
new one to many of us. It goes so far that if a debenture is sold to 
the public and repurchased from the public by the pension fund, it 
still comes within the category of a loan to the issuing corporation. 

Mr. Baxer. It would still be a loan if it passed through 3 or 4 dif- 
ferent holders’ hands. 

Mr. Tyson. Even though it is bought on the open market at open 
market price. I think that is quite an extreme interpretation of loan 
philosophy. 

Mr. Baxer. It seems so to me. 

Pursuing the chairman’s thought just a step further, I, too, can 
understand fully that the Treasury wouldn’t want to be put in the 
attitude of a policeman to say that bonds of United States Steel are 
good and A. T. & T. are good, and I don’t think we ought to impose 
that on the Treasury. That is my thinking at the moment. 

Yet, there ought to be some kind of a standard. For instance, what 
is the rating of your $300 million debentures? 

Mr. Tyson. It isdouble A. 

Mr. Baxer. That is next to the very highest, triple A would be No. 1. 

Mr. Tyson. That is correct. 

Mr. Baxer. There are many first-mortgage bonds that don’t even 
havean A rating. 

Mr. Tyson. There are many B’s and so on. 

Mr. Baker. That is all. 

_ Mr. Mus. Thank you, Mr. Tyson, for your information and the 
information you have given the committee. The committee is also 
pleased to have these gentlemen who are with you. 

Mr. Tyson. Thank you, gentlemen. ; 

The next witness is Mr. Gerard S. Brown. 
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STATEMENT OF GERARD S. BROWN, REPRESENTING THE NATIONAL 
ASSOCIATION OF LIFE UNDERWRITERS, CHICAGO, ILL. 


Mr. Mus. Will you identify yourself, please, for the purpose of the 
record ¢ 

Mr. Brown. I am Gerard S. Brown, of Chicago, representing the 
National Association of Life Underwriters. 

Mr. Mitts. You are recognized to proceed in your own manner, Mr. 
Brown. 

Mr. Brown. Thank you. 

I am appearing before you today on behalf of the National Asso- 
ciation of Life Underwriters, which is a trade association having a 
membership of over 67,000 life-insurance agents. In this statement 
I shall summarize for you the views of my association concerning two 
proposed changes in the Internal Revenue Code that have been sub- 
mitted to you for study by the Treasury Department. 

The first of these proposals would restore in the code a somewhat 
limited version of the premium-payment test of ownership of life- 
insurance policies for Federal estate-tax purposes. This proposal is 
item No. 27 on the list of so-called substantive unintended benefits and 
hardships released by your subcommittee on November 7, 1956. 

The second proposal would disallow as a deduction for Federal 
income-tax purposes under certain circumstances interest paid on 
indebtedness incurred in connection with the purchase of life insur- 
ance and annuities on what is commonly known in our business as the 
bank-loan plan. This is item No. 21 on the above-mentioned list. 

Before proceeding further, I should like to make it perfectly clear 
that the views which follow reflect the long-standing official policy 
of my association with respect to the proposals i in question. 

At the outset, let me say that I was recently privileged to have an 
article of mine dealing with the premium payment test accepted by the 
magazine Taxes, a publication of Commerce Clearing House, Inc. 
This article, entitled “Facts of the Life Insurance Premium Payment 
Test,” appears in the November 1956, issue of that magazine. I am 
submitting reprints of the article herewith for the record and for your 
detailed and, I hope, sympathetic consideration. 

In this oral statement, however, I shall simply present what may 
perhaps be considered as the three principal grounds underlying my 
association’s opposition to the premium-payment test. These three 
grounds, which I shall now briefly touch upon, are that the test is— 
(1) illogical and discriminatory ; (2) of doubtful constitutionality: 
and (3) highly detrimental to the conservation of small business enter- 
prises, 

(1) Premium-payment test illogical and discriminatory: The pre- 
mium-payment test contained in the 1939 Code required hat the entire 
proceeds payable under policies on the life of an insured to beneficiaries 
other than his executor be included in the insured’s gross estate if, and 
to the extent that, he had directly or indirectly paid the premiums on 
such policies. The test, which was eliminated by section 2042 of the 
1954 Code, applied, of course, even though the insured had divested 
himself of all incidents of ownership in a policy or, indeed, ever 
though he had never had any such incidents of ownership to begi: 
with, 
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Thus applied, the premium-payment test resulted in life insurance 
being the only form of assets that an individual could not remove from 
his taxable estate by means of inter vivos gifts. 

Even the stanchest advocates of the premium test now concede that 
the old test went much too far. This is borne out by the fact that 
Treasury’s current proposal would make the test applicable only t 
the difference between the total death proceeds received under a trans- 
ferred policy and the policy reserve or cash-surrender value at the 
time of the insured’s death, rather than to the entire death proceeds. 
As I have already indicated, however, we feel that the proposed new 
test is basically just as objectionable as the old one. 

(Quite aside from the fact that the new proposal runs into the con- 
stitutional objections raised by the recent case of Hohl v. United 
States, to which I shall refer more fully in a few moments, it ignores 
the fact that a life-insurance policy is, among other things, a contract 
of indemnity. This was recognized by the Supreme Court of the 
United States in U7. WS. v. Supplee-Biddle Hlardware C ompany | 265 
U.S. 189), where the Court said: 

Life insurance in such a case is, like that of fire and marine insurance, a 
contract of indemnity * * *. The benefit to be gained by death has no period- 
icity. It is a substitute of money value for something permanently lost, either 
in a house, a ship, a life. 

ory ar reasoning may be found in Vewell et al. v. Commissioner 

(2d) 102), and Emeloid ¢ ompany, Ine... v. ¢ pee r (189 
KF. pri 230). 

Thus, for example, where a wife holds all of the incidents of owner- 
ship in a policy on her husband’s life, nothing is transferred from him 
to her upon his death. Rather, his death is simply the event which 
matures the right that she already possesses to be indemnified against 
the economic loss that she has suffered. Therefore, it is both inequi- 
table and illogical to say that what is clearly an asset of hers must be 
included in his estate. 

Furthermore, we wish to point out that restoration of the premium 
payment test would do more than simply discriminate agaist life- 
insurance owners generally. It would also bring back into the law 
discriminatory tax treatment as between individual policy owners. 
For example, where a wife bought a policy on her husband’s life with 
gifts of money furnished by him, a portion of the proceeds would be 
includible in his gross estate. 

Where, however, a wife had independent means of buying the 
policy, none of the proceeds would be taxable in the husband’s estate. 
Obviously, therefore, the test would, as it did in the past, discriminate 
heavily in favor of wealthier families and against those whose need 
for protection is more pressing. 

(2) Premium payment test of doubtful constitutionality: With 
respect to the highly questionable constitutionality of any form of 
premium payment test, we can add little to what has already been said 
on this point by the United States Court of aeons for the Seventh 
Circuit in the case of Kohl v. United States (226 F. (2d) 381), de- 
cided on October 13, 1955. We do want to emphasize i efully, how- 
ever, that in that case, the court held, in substance, that the test was 
unconstitutional whether applied to policies transferred before the 
date of enactment of the statute imposing the test or to those trans- 
ferred thereafter. 
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In short, it is completely clear that the Kohl case stands squarely 
for the proposition that the premium payment test cannot, in any event 
or in any form, be other than unconstitutional. 

In our opinion there is yet another ground on which the premium 
payment test will be found wanting in constitutionality. Such a test 
m effect lays down a conclusive presumption that a life-insurance 
policy is testamentary in character. We call to your attention that the 
Supreme Court of the United States, in Heiner v. Donnan (285 U.S. 
312), held to be unconstitutional a statute which purported to provide 
such an irrebuttable presumption in the case of transfers made in con- 
templation of death. We believe that the same principles of law are 
equally applicable to the premium payment test. 

(3) Premium payment test particularly unfair and harmful to 
small business: We have already made reference to the fact that the 
premium payment test is discriminatory and unfair as applied to 
owners of life insurance generally. We should now like to stress that 
the test is particularly harmful to the economic health of small busi- 
ness and, consequently, to the overall national economy. 

For years Democrats and Republicans alike, in both Congress and 
the executive department, have repeatedly shown much concern over 
the economic well-being of small-business concerns and have devoted 
a great deal of time and study to devising ways and means of pre- 
venting their destruction or their absorption by larger enterprises. 
Apropos of this, in its final report to the 81st Congress (Rept. No. 46) 
the Senate Special Committee ‘To Study Problems of American Small 
Business stated the following very significant and pertinent conclusion. 

It is the combined pressure of the income and estate tax structure which 
forces independent owners of business of this size to sell out to larger com- 
panies. The Treasury forces these mergers and the Federal Trade Commission 
complains about them and seeks to set up a legal barrier. 

To ameliorate the hurtful effect of the estate tax “pressure” thus 
found to exist, the Senate committee recommended the elimination 
of the premium-payment test and gave the following reason for this 
recommendation : 

Removal of this discrimination against one type of property, life insurance, 
would facilitate putting the heirs of owners of independent businesses in a 
position to meet estate tax obligations and to carry on the business free of 


extraordinary obligations. 

The Treasury’s proposal would, to a large degree, restore in the 
field of estate taxation the adverse economic pressure on small business 
referred to above. Accordingly, we believe that it would have a 
marked tendency to bring about the extinction of many small-business 
enterprises and the accompanying loss of the income-tax revenue 
obtained from them and their owners and employees. Moreover, the 
proposal would, in all probability, produce only an insignificant 
amount of additional estate taxes. 

Indeed, we think it extremely likely that any resulting gain in 
estate-tax revenue would be much more than offset by the loss in 
income-tax revenue which I have mentioned. Thus, we are convinced 
that the Treasury’s proposal is both socially and economically unreal- 
istic and unsound. 

It also seems to us that the Treasury’s proposal runs completely 
counter to the administration’s frequently expressed determination to 
preserve small business as a basic and indispensable factor in the 





TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 17] 


national economy. In this connection, we wish to point out that in a 
progress report dated August 7, 1956, mace by the President’s Cabinet 
Committee on Small Business, the committee confirmed the finding 
made by the above-mentioned Senate Small Business Committee that 
“the need to pay a heavy estate tax at times leads to the disruption 
of the management, control, and operation of a small business,” and 
s “a contributing cause of numerous mergers.” 

As a measure of needed relief, the Cabinet committee then recom- 
mended new legislation to permit small-business taxpayers to pay 
the estate tax in installments over a 10-year period. 

May I just interpolate an oral comment at this point, that if they 
were in a position to establish some liquidity in the form of available 
life-insurance proceeds, they would have a fund with which they could 
liquidate that obligation immediately instead of being saddled. 

Thus, we find, on the one hand, one ‘Government agency recognizing 
the need for and recommending legislation in the estate-tax field 
to give further relief to the small-business man, and on the other hand, 
another agency calling for legislation that would make his plight all 
the more acute. Asa “result, it would seem to us—and, we think, also 
to the small-business interests in America Government will 
shortly find that it has undertaken the ieupeekibile task of trying to 
ride the same horse in opposite directions. 

Incidentally, if we seem to have singled out the Treasury for par- 
ticular mention in connection with the question of restoring the pre- 
mium payment test, it is only because the proposal that you are now 
studying comes from that agency. 

We have good reason to believe that a number of Representatives 
and Senators are also desirous of having the premium payment test 
restored, at least to the extent recommended by the Treasury. Inas- 
much as it can be assumed beyond question that none of these C ongress- 
men would knowingly advocate legislation detrimental to the we elfare 
of small business, we trust that what has been said in this statement 
when called to their attention, will convince them of the error of that 
position. 

To summarize, therefore, we urge that your subcommittee reject 
the Treasury’s proposal to restore the premium payment test on the 
grounds that it is (1) discriminatory in concept, (2) constitutionally 
indefensible, and (3) detrimental to the small-business interests of 
our country and the overall national economy. 

Deductibility of interest in connection with life insurance and annu- 
ity purchases on bank loan plan: For many years, my association has 
publicly denounced the sale of life insurance and annuity contracts 
on the so-called bank-loan plan. Under such an arrangement, it is 
contemplated that the purchaser will pay for all, or substantially all, 
of his premiums by means of loans obtained from a bank or the 
issuing company against the cash or loan value of his contract. with 
no plan for liquidating the indebtedness thus incurred. 

Where the premiums are paid and the funds therefor borrowed 
annually, the policyholder may deduct the interest paid on the policy 
loans for income-tax purposes. If interest rates are low enough and 

the taxpayer is in a high enough tax bracket, he may get a constantly 
decreasing amount of ‘life insurance protection at little or no actual 
net cost to himself. 


85105—56——12 








172 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


It is this “something for nothing” feature, made possible by the 
present loophole in section 264 of the code, that gives the bank-loan 
plan its principal and only real appeal to buyers of life insurance. 
Dazzled by such an attractive-sounding “gimmick,” an individual 
tends to buy his insurance with his eye more on the expected favorable 
tax consequences than on his true need for the insurance. 

Consequently, he is apt to buy life insurance in amounts and/or on 
plans which he would not otherwise buy and which do not best meet 
his real insurance needs. 

For example, take the case of young men who are on their way up 
in the business world. Proponents of the bank-loan plan will often 
be heard to argue that the plan provides such individuals with the 
most satisfactory means of obtaining, with small outlay, large amounts 
of low net. cost insurance protection which they could not otherwise 
afford. I have personally analyzed a number of such proposals and 
have found that except possibly in cases involving individuals in high 
income tax brackets, the purchasers would have been better off had 
they originally bought term insurance, paid the premiums out of their 
own pockets, and then converted the term coverage to permanent. in- 
surance as their financial circumstances improved. 

Moreover, the bank loan plan involves many uncertainties which can 
ultimately produce disappointment and dissatisfaction even in the 
case of the high-bracket taxpayer who may have thought initially 
that he had obtained his life insurance at bargain rates. This can 
easily happen if, for example, there is an appreciable decline in the 
purchaser’s income and a substantial rise in interest rates, such as we 
have witnessed in recent months. 

However, many agents and brokers who promote the bank loan 
plan may be inclined to overlook these points when talking to pros- 
pective buyers. 

Thus we feel that life insurance sold pursuant to a plan which con- 
templates a pyramiding indebtedness and interest costs and which 
lays so much stress on the uncertain income-tax advantages to be 
derived from the use of the interest-deduction feature tends to be 
unsound business and therefore not in the best interests of either the 
public or the life-insurance business. 

We believe that this is the principal reason why the vast majority of 
agents will not sell, and an equally large majority of companies are 
reluctant to issue, life insurance and annuity contracts written on the 
bank loan plan. 

Therefore, I wish to state that my association is in accord with the 
principle of the proposal that the Treasury has submitted to your 
subcommittee to disallow the deduction for interest paid on in- 
debtedness incurred to purchase life insurance and annuity contracts 
on the bank loan plan. However, we understandably shall want to 
withhold judgment on the precise means by which the proposal, if 
approved by your subcommittee, is to be implemented, until such time 
as we can examine specific proposed legislation on the point. 

In this connection, we are confident that both the Treasury and your 
subcommittee will agree with us that in no event should such legis- 
lation impair the right of policyholders to deduct interest paid on life- 
insurance loans obtained for countless customary and unquestionably 
proper purposes, including the payment of premiums in cases where 
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the indebtedness is not incurred pursuant to the type of plan which is 
the subject of your study. To this end, it is obvious that great care 
must be exercised in drafting appropriate legislation. Accordingly, 
if your subcommittee approves the Treasury’s proposal, we shall 
be happy to cooperate in the drafting of implementing statutory 
language. 

In conclusion, I should like to express to you both my personal 
thanks and the thanks of my association for giving me this opportunity 
to appear before you. 

I should also like to add that there are several other unintended 
hardships contained in the code, of interest to our members and cer- 
tain policyholders and annuitants, on which we plan to file state- 
ments with your subcommittee in the very near future. 

Mr. Mitts. Does that complete your statement ? 

Mr. Brown. That completes the statement, 

Mr. Mitts. We will be glad to have you submit to the committee 
the further statements that you referred to in the closing paragraph 
of your statement. 

Mr. Brown. Thank you. 

(The following information was later received :) 


THE NATIONAL ASSOCTATION OF LIFE UNDERWRITERS, 


Washington, D. C., December 38, 1956. 
Mr. Leo H. Irwin, 


Clerk, Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Mr. IRwIn: As indicated at the conclusion of the statement presented 
rally on behalf of this association to the Mills subcommittee on internal revenue 
axation on November 21, we are filing with you herewith 10 copies of a supple- 

inent statement covering what we believe to be additional unintended hard- 
ships contained in the 1954 Internal Revenue Code of interest to our members 
und certain life insurance policyholders and annuitants. 
‘o the following matters: 
1. Debit life insurance agents as outside 
(2) ts 

2. Transfers of life insurance policies for value under 
(2) (B); and 

3. Income taxation of certain annuitants. 

We trust that these subjects will receive the careful consideration of the Mills 
subcommittee. If the subcommittee needs additional copies of our supplemental 
statement, please let me know. 

Sincerely yours, 


These items relate 
salesmen under section 62 


section 101 (a) 


CARLYLE M. DUNAWAY. 


SUPPLEMENTAL STATEMENT FILED BY THE NATIONAL ASSOCIATION OF LIFE UNDER- 


WRITERS WitH House WAYS AND MEANS SUBCOMMITTEE ON INTERNAL REVENUE 
TAXATION 


1. Debit life insurance agents as outside salesmen under section 62 (2) (D) 


Under section 62 (2) (D) of the code, an outside salesman 
adjusted gross income, is permitted to deduct from his gross income all of his 
ordinary and necessary business expenses. For the purpose of this section an 
outside salesman is defined as an employee whose “trade or business is to solicit, 
away from the employer’s place of business, business for the employer.” 

Contrary to our expectation and belief at the time this section was enacted 
as part of the new code, it appears that the Internal Revenue Service has taken 
the position that the term “outside salesman” does not include so-called debit 
life insurance agents, of whom there are many thousands in this country. On 
this point, former Internal Revenue Commissioner T. Coleman Andrews, in a 
etter dated June 1, 1955, wrote to one of our members as follows: 

“The report of the Senate Finance Committee on this section (i. e., see. 62 (2) 
‘D)) makes it clear that it is intended to apply only to full-time outside sales 
nen. It does not apply, Says the report, to ‘a salesman, a principal part of whose 


. in computing his 
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activities consist of service and delivery.’ Since it is our understanding that a 
very substantial portion of the activities of a debit agent consists of servicing 
and collecting premiums on outstanding policies, we have found it necessary 
to conclude that he is not an ‘outside salesman’ within the meaning of this 
section of the law.” 

For your information, a debit agent is one who is assigned by his company to 
take care of the insurance needs of a group of policyholders residing in a particu- 
lar area or district, which is known as a debit. Normally, he spends a fairly sub- 
stantial amount of his time collecting premiums from the policyholders in his 
debt on a weekly or monthly basis. For this highly important work of conserving 
existing business, he of course is compensated by his company. 

In addition, however, the debit agent spends a great deal of his time selling 
new insurance. Such new business may include not only weekly or monthly 
premium life insurance (usually known as industrial life insurance), but also 
ordinary life insurance, group life insurance, individual accident and health 
insurance, group accident and health insurance, individual annuities and group 
annuities. Most debit agents receive a large part of their compensation from 
the sale of such new insurance. Many of these agents, in fact, receive the major 
share of their compensation from this source. 

Furthermore, it must be borne in mind that even when a debit agent is col- 
lecting the premiums on existing business, he is really still selling insurance. In 
this connection, please remember that he is not collecting from a policyholder a 
debt which the latter is under any legal obligation to pay. The policyholder is 
free to elect not to pay and thus to lapse his policy; or he may be thinking of 
dropping the policy and taking his insurance from another company. Accord- 
ingly, in many cases, the agent, in order to collect premiums, has to sell as 
thoroughly as when the policies were originally placed in force. 

Finally, we should like to point out that in every State, the debit agent must 
be licensed as a life-insurance salesman. Indeed, in virtually all States he must 
qualify for and is given exactly the same type of license as the so-called ordinary 
agent, who definitely is regarded as an outside salesman within the meaning 
of section 62 (2) (D). Under such a license, the debit agent, like the ordinary 
agent, can (and does) sell any kind of life insurance anywhere in the State 
where he is licensed. 

To summarize, a large—often a major—part of the activities of debit life- 
insurance agents from the standpoint of time and compensation consists of 
the solicitation of new business rather than the collection of premiums on 
existing insurance. Moreover, on many occasions even the collection of premiums 
involves reselling existing insurance to policyholders. Therefore, virtually all 
of the activities of such agents entail salesmanship of a high order, and it is 
because of their ability to solicit, sell, and conserve business that they are 
employed by their companies. Necessarily, all of these activities are carried 
on away from the employers’ places of business. 

Thus, in every sense of the word debit agents are outside salesmen and should 
be recognized as such for the purposes of section 62 (2) (D). Accordingly, 
we recommend an appropriate clarifying amendment to that section and suggest 
thai such an amendment might read somewhat ¢s follows: 

“(D) OvuTsIDE SALESMEN.—The deductions allowed by part VI (section 161 
and following) which are attributable to a trade or business carried on by the 
taxpayer, if such trade or business consists of the performance of services by 
the taxpayer as an employee and if a substantial part of such trade or business 
is to solicit or conserve, away from the employer’s place of business, business 
for the employer.” [New matter italicized.] 


2. Transfers of life-insurance policies for value under section 101 (a) (2) (B) 


Under section 22 (b) (2) (A) of the 1939 Internal Revenue Code, where a 
life-insurance policy had been transferred for value, the proceeds paid there- 
under by reason of the insured’s death were generally includible in the trans- 
feree’s gross income to the extent that they exceeded the aggregate of the con- 
sideration and the premiums subsequently paid by the transferee. This transfer 
for value rule produced unjustifiably harsh income-tax consequences and effec- 
tively blocked the transfer of policies in many situations where such transfers 
would have served unquestionably proper ends, particularly in business trans- 
actions. 

One important result was that persons who would otherwise have taken 
transfers of existing policies often found it necessary instead to buy new in- 
surance on the lives of the insureds. In a typical case, the new insurance 
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generally required materially higher premiums than the old if only because 
the insured’s age had increased in the meantime. In addition, it frequently 
happened that the premium rates on new insurance would be even higher than 
those normally chargeable on account of the insured’s advanced age where, 
for example, he had developed physical impairments. Finally, of course, it 
often happened that new insurance was not available at any price because of 
the insured’s complete uninsurability. 

A further important point to be remembered is that since transfers for value 
were rarely made on account of the resulting severe income tax consequences, 
the transfer for value rule produced practically no Federal revenue. ‘Thus, the 
rule not only hampered an important and proper use of life insurance but also 
Was a useless appendage to the Federal tax structure as a producer of income 
for the Government. 

The House Ways and Means Committee, in drafting the Internal Revenue 
Code of 1954, very wisely deleted the transfer for value rule in its entirety. 
(See sec. 101 (a) of H. R. 8300, 83d Cong., 2d sess., dated March 9, 1954.) 
This section remained as drafted by the Ways and Means Committee when 
the House of Representatives subsequently passed H. R. 8300. 

To the best of our knowledge, the question of eliminating the rule aroused no 
controversy either in the Ways and Means Committee or in the House itself, but 
apparently was deemed completely proper and justified by all concerned on the 
House side. Consequently, neither this association nor any other advocate of 
the rule’s elimination felt the need to say anything further on the point when 
hearings were thereafter held on H. R. 8300 by the Senate Finance Committee. 
In fact, we were given to understand by the Senate Finance Committee that 
that body was not interested in receiving testimony or statements on features 
of the bill with which we agreed, but only on those with which we disagreed. 
And, of course, as already indicated, we very definitely agreed that the House’s 
version of section 101 (a) properly deleted a frustrating inequity of long 
standing. 

Moreover, there were no apparent signs that elimination of the transfer for 
value rule would be questioned by the Senate Finance Committee, and so far as 
we have been able to determine, the matter seemingly did not occasion any 
serious controversy during the course of the hearings held by that body on 
H. R. 8300. Thus, we were surprised when the Finance Committee recom- 
mended that section 101 (a) be amended so as to retain the transfer for value 
rule except, generally speaking, in situations where the transferee was the in- 
sured, a partner of the insured, a partnership in which the insured was a 
partner, or a corporation in which the insured was a shareholder or officer. 
The reason given by the Finance Committee for this change was to facilitate the 
transfer of life insurance policies ‘‘for certain legitimate business reasons” but 
to curb transfer “for speculation purposes.” (See p. 14 of Senate Finance 
Committee’s report on H. R. 8300, dated June 18, 1954, Rept. No. 1622.) The 
Finance Committee’s amended version of section 101 (a) was eventually in- 
cluded in the 1954 Code as finally enacted. 

We can confidently state that even in the absence of the income-tax conse- 
quences imposed by section 101 (a), transfers for speculative purposes would 
be so rare as to be a negligible consideration. However, it is not our purpose 
to belabor that question in this statement. Rather, we wish to point out that 
the rule contained in section 101 (a), although admittedly a great improve- 
ment over the old rule, continues to block transfers to a number of classes of 
would-be transferees who have as valid an insurable interest in the insureds 
concernd as is found in the cases of transferees now exempted by this section. 

For example, the section still applies the transfer-for-value rule where 
policies have been transferred between stockholders of the same corporation. 
Life insurance is commonly used to fund stock purchase agreements entered 
into between individual stockholders, as well as agreements of this kind made 
between corporations and their shareholders. In the latter type of situation, 
section 101 (a) very properly does not impose an income tax on the death pro- 
ceeds received by a corporation under policies that have been transferred to 
it by the shareholders to fund a stock retirement agreement. Unacconntably, 
however, the section does not recognize that in the former situation, transfers 
of existing insurance between the stockholders themselves serve an equally 
legitimate business purpose. 

In addition, the transfer for value rule discriminates against many other 
classes of transferees or would-be transferees who also have a recognized insur- 
able interest in the insured, such as the spouse, parents, children, employer, 
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ete. This discrimination would seem to be based on completely illogical grounds. 
for there is no good reason why insurance proceeds should be taxed merely 
because a policy has been the subject of a transfer to such individuals. Thus, 
for example, if the wife of an insured pays value to him for the transfer of a 
policy, she is subject to the income tax on the proceeds imposed by the rule. 
On the other hand, if the insured gives the policy to her or if she applies 
for and buys a policy on his life, she does not face the adverse income-tax 
consequences prescribed by the rule. 

Accordingly, we recommend that section 101 (a) be amended so as to make 
the transfer-for-value rule inapplicable to any transferee who has an insurable 
interest in the insured. We further recommend that since the definition of the 
term “insurable interest” varies somewhat among the several States, the section 
should list certain specific clases of transferees who are generally conceded to 
have such an interest. To accomplish this, we recommend that section 101 (a) 
(2) (B) be deleted and the following language substituted therefor: 

“(B) if such transfer is to the insured or to a transferee who at the time 
of the transfer had an insurable interest in the insured. Without limitation, a 
transferee shall be considered for the purposes of this subparagraph to have an 
insurable interest in the insured if such transferee is a spouse, parent, or lin- 
eal descendant of the insured, a partner of the insured, a partnership in which 
the insured is a partner, a corporation in which the insured is an officer or a 
shareholder, a shareholder in a corporation in which the insured is also a 
shareholder, an employer of the insured, an employee of the insnred,. or a 
trustee of a trust the beneficiary or beneficiaries of which have an insurable 
interest in the insured.” 

This amendment would remove all the remaining inequities resulting from 
the present application of the transfer for value rule. At the same time, it would 
continue to apply the rule to those rare situations involving transferees who 
have no insurable interest in the insured and who, therefore, may conceivably 
have had a speculative motive in mind. Further, the amendment would result 
in virtually no loss of Federal revenue for the reason, already mentioned, that 
the rule produces litle or no revenue to begin with. 

In conclusion, we feel that we should briefly recognize the objection occa- 
sionally made that the above language would remove the present income-tax 
penalty in a situation where, say, a person owning one share of General Motors 
stock transferred a policy on his life to another person owning one share in the 
same huge corporation. We feel that the likelihood of such a transaction is 
exceedingly remote. Nevertheles, we would certainly concur in the addition ot 
any reasonable amendment to our suggested language that would make clear 
that it contemplates only transfers between shareholders of closely held cor- 
porations. 


3. Income taxation of certain annuitants 


We think that there can be no doubt that the life-expectancy method of taxing 
annuity income provided by section 72 of the 1954 Code is, in the overwhelming 
majority of cases, vastly more equitable to annuitants than the former 5-percen( 
rule contained in the 1939 Code. 

However, we have had it called to our attention that there are some instances 
where taxpayers, for many years after they start receiving payments under their 
annuities, actually have to bear a substantially heavier tax burden under the new 
law than under the old. Generally, it can be demonstrated that if such annuitants 
live long enough, the new taxing method will eventually produce more favorable 
results than the old. However, such a demonstration may give little comfort 
and satisfaction to these taxpayers. This is particularly true in a case where 
the taxpayer learns that the more favorable results mentioned above will come 
to pass only if he manages to live beyond his expected life span. 

We might add that it is our belief that such dissatisfaction as may have 
resulted in this area is largely confined to taxpayers whose annuities matured 
prior to 1954, the first year in which the new taxing method became applicable. 
it would seem that these taxpayers are inclined to feel that once they had started 
receiving income under their annuities on the assumption that such income 
would be taxed under the 3-percent formula, it was unfair of Congress to change 
the rules in the middle of the game to their detriment. 

As an example, we shall present an actual case, involving a single premium 
deferred refund annuity, that was cited to one of our members by a complaining 
annuitant sometime back. This individual bought his annuity for $50,000 at age 
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15. It matured 20 years later on July 25, 1953, when he reached age 65. Here 
are the results: 


Original investment ‘ Se sinccieds $50, 000. 00 
Cash value at maturity___-___-_--~_- re 
Total guaranteed payments___--__--- Se re a 6+. Agee 73, 579. 00 
Monthly payments, commencing July 25, 1953 ’ a 519. 45 

Total annual payments__---~- 5 eee : ees ees i 233. 40 


Total payments received in 1953 f 3° See 
Taxable portion, 1953 (under 3-percent rule) : ‘ 750. OO 


Hxcludabie: portion, 1008. ixisesesc ec snne = 2, 366. 70 


Aggregate taxable portion under 3- percent rule | ( assuming life e xpe c- 
taney of 15 years as of Jan. 1, 1954) (approximate) -- 46,917.00 


TAX COMPUTATION FOR 1954 AND THEREAFTER 


Investment in contract ($50,000 adjusted downward to reflect (1) 
excludable portion of 1953 annuity income and (2) refund feature 

Ikixxpected return 

Exclusion percentage_-_- 


Amount receivable annually eile ni $6, 233. 40 
Amount excludable annually eae 2, 636. 73 
Taxable portion (annual) 7 3, 596. 67 
Aggregate taxable portion, including taxable portion rec eived i in 1953 

(assuming life expectancy of 15 years as of Jan. 1, 1954) 54, 700. 05 


Thus, if this individual should exactly live out his life expectancy of 15 years, 
he will have been taxed on $54,700.05 of his annuity income under the new law. 
On the other hand, if he could have continued to be taxed under the 3-percent 
rule, he would have had to pay a tax on approximately only $46,917 of this in- 
come. Moreover, he will have to live some 18 years—i. e., 3 years beyond his life 
expectanc y—before the new taxing method begins to operate in his favor. 

It may be that such situations as this prompted Representative King, of 
California, to introduce H. R. 11712 in the &4th Congress. In effect, this bill 
would have simply permitted an annuitant to elect to be taxed under the 3-per- 
cent rule rather than under section 72 of the code. Such an election, once made, 
would thereafter have ben irrevocable except in certain specified circumstances. 

It would appear that annuitants such as the one described above may have 
some valid reason for feeling that they are being unjustly taxed under section 72. 
Therefore, we think that your subcommittee should study the problem and give 
some consideration to legislation along the lines of H. R. 11712. At the same 
time, we believe that this particular bill may be too broad in its scope, in that it 
would permit any annuitant to elect to be taxed under the 3-percent rule. It is 
our opinion that such an option probably should, in any event, be limited to 
those annuitants whose annuities had matured prior to January 1, 1954. As we 
have already indicated, it would seem to us that they are the only group who 

can, With any show of equity, base their claim for relief on the ground that an 
unexpected change in the tax laws has operated to their detriment. 

Respectfully submitted. 

JOHN Z. SCHNEIDER, 
Chairman, Committee on Federal Law and Legislation. 
CARLYLE M. DUNAWAY, 
Counsel. 


Mr. Minxs. And you want, as I understood you, to have included 
in this record the statement that is included in Taxes, November 1956? 

Mr. Brown. I would. 

Mr. Mitts. Without objection, that will appear immediately follow- 
ing this statement. 

Mr. Brown. Thank you. 
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(The statement referred to follows :) 
[Reprinted from the November 1956 issue of Taxes—The Tax Magazine, Chicago 30, II1.] 
FACrs OF THE LIFE INSURANCE PREMIUM PAYMENT TEST 


By Gerald 8. Brown 


The premium payment test results in an unfair, discriminatory tax, Mr. Brown 
believes. Those who argue for its reenactment maintain that it is an important 
source of Treasury income; Treasury figures do not support this contention. 
Congress, realizing the inequity of the test, omitted it from the 1954 Code. The 
author feels that such an inequity should not be restored. 

Since the enactment of the 1954 Internal Revenue Code it has been frequently 
suggested that the premium payment test for taxing life insurance in the estate 
of the insured, or some modification of it, should be restored. The principal 
variation which has been recommended is to exempt the cash surrender value 
from such tax and to tax the excess of proceeds over the cash value. In either 
case the underlying thinking is the same; therefore, in this discussion we shall 
refer entirely to the premium payment test. The argument against the premium 
payment test applies equally to a tax upon any part of the proceeds on policies 
not owned by the insured and not payable to his estate. 


Test not determinant of testamentary character 


In support of the premium payment test it is asserted that a life-insurance 
policy is testamentary in character. 

A life insurance policy may have been acquired by transfer to the owner or the 
owner may have an original title. In either case a life insurance policy owned 
absolutely by someone other than the insured does not meet any test of testa- 
mentary character. An absolute transfer of a life insurance policy is effective 
at the time of transfer and not at the time of the death of the insured; and, of 
course, a policy owned by an original applicant other than the insured has never 
even been the subject of a transfer by the insured. In either case the insured has 
no control and no incident of ownership. 

In Kohl and Harley v. U. S. the insured had made an inter vivos gift of the 
policies to his children by assignment, retaining no incident of ownership. In 
holding the premium payment test unconstitutional the court stated: 

“We are of the opinion that to construe and apply the two sections to the facts 
of this case as the Government would have us, would necessarily result in their 
unconstitutionality. Such construction would require that the insurance, regard- 
less of its ownership at the time of the decedent’s death, must be included in his 
gross estate. Such is not a tax on a transfer but rather a direct tax on proceeds 
without apportionment, as required by article I, section 2, clause 3 and article I, 
section 9, clause 4 of the Constitution. A tax imposed on property or the income 
therefrom only by reason of its ownership is direct. (Pollock v. Farmers’ Loan € 
Trust Co., 157 U. S. 429, 578, 580). * * * Such taxes bear directly upon persons, 
upon their possession and enjoyment of rights, whereas indirect taxes are levied 
upon the happening of an event such as an exchange or transmission of property 
(Knovlton v. Moore, 178 U. 8. 41) * * *; see also Chase Nat. Bank of City of 
New York v. United States ((1 U. S. T. C. par. 346), 278 U. S. 327) ; Scholey v. 
Rew * * * (90 U. S. C. 331); Y. M. C. A. of Columbus, Ohio v. Davis ((1 U. S. 
T. C., par. 89), 264 U. S. 47, 50) * * *; Saltonstall v. Saltonstall (276 U. S. 
260). * * *%, 

“In the present case no transfer, no transmission of property rights in and to 
the policies in question, occurred upon the decedent’s death. After the father, 
in his lifetime, made a completed gift of the insurance, reported it and paid the 
tax thereon, no interest remained in him. From that time, the assignees owned 
the policies and all rights in and to the same. ‘The assignees were in truth, not 
by any fiction, the absolute owners of the * * * policy.’ Bohnen v. Harrison 
( (52-2 U.S. T. C., par. 10,876), 7 Cir., 199 F. 2d 492), at page 494. They might 
have sold the policies and transferred to others any and all proceeds thereof. 
They might have surrendered them and received their cash value from the insurer. 
The assignor could exercise no control over, no rights in these pieces of property, 
which he had completely transferred. To tax as a part of his estate something 
which was no longer his, is to do violence to our constitutional provisions. 





155-2 U.S. T. C., par. 11,564, 226 F. (2d) 381 (CA-7). 
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Sce Chase Nat. Bank of City of New York v. United States ((1 U. 8S. T. C., par. 
346), 278 U. S. 327) ; Newman v. Com’r (5 Cir., 76 F. 2d 449, certiorari denied 296 
U. S. 600). * * *” 

The reasoning in the Kohl opinion is crystal clear. It was a unanimous deci- 
sion of the court of appeals sustaining the trial court. Four able judges have 
concurred on the unconstitutionality of the premium payment test. However, 
it has not been reviewed by the Supreme Court; the Treasury Department has 
declared nonacquiescence, and it appears that proponents of the premium pay- 
ment test will try for a revision of section 2042 to include it. 

The constitutionality of the premium payment test appears vulnerable in yet 
another point. ‘Testamentary in character” is a question of fact according to 
facts in a given case. In Commissioner v. Clark,” it was held that: 

“In contrast to a rebuttable presumption, which only states a rule of evidence 
and which opposing party is entitled to overcome by proof, conclusive presump- 
tion does not establish rule of evidence but declares rule of substantive law.” 

See also Schlesinger v. State of Wisconsin and Heiner v. Donnan.’ 

The premium payment test in the Internal Revenue Code would make it a 
conclusive presumption that life insurance is testamentary in character. That 
appears contrary to the right to rebut and of due process under the fifth amend- 
ment. 


Life insurance policy is contract of indemnity 

The real nature of life insurance was clearly stated by the United States Su- 
preme Court in U. 8S. v. Supplee-Biddle Hardware Company.” The Court said: 

“Life insurance in such a case is, like that of fire and marine insurance, a 
contract of indemnity. * * * The benefit to be gained by death has no periodicity. 
It is a substitution of money value for something permanently lost, either in a 
house, a ship, a life.” 

Similar reasoning may be found in Newell et al v. Commissioner and in 
Emeloid Company, Inc. v. Commissioner’ 

When a person other than the insured owns life insurance, the insured possess- 
ing no incident of ownership, nothing is transferred because of the death of 
the insured. Far from being a transfer, death merely matures the right possessed 
by the policy owner to be indemnified for an irreparable economic loss. 

Life insurance is reserve against human obsolescence 

Fundamentally, life insurance is a reserve against obsolescence of personal 
earning power which may be extinguished by death at any moment. When 
personal earning power is used up, it cannot be replaced; it cannot be re- 
plenished. Losses, through obsolescence and exhaustion of physical assets, are 
provided for by contributions to reserves. Life insurance premium payments 
are contributions to a reserve for human obsolescence. 

Leading businessmen and economists have testified to the economic value 
of human life. In Principles of Economics Dr. F. W. Taussig of Harvard Uni- 
versity states: 

“If there were any indefinitely extensible supply of able businessmen no one 
of them could secure high earnings.” 

In Economics of Life Insurance Dr. 8S. S. Huebner, of the University of 
Pennsylvania, states: 

“Life values are more important in the aggregate than all property values. 
Were it not for life values there would be no property values.” 

Many more similar views by other authorities of high rank could be quoted. 

The thousands of policies which owners of businesses have taken on the lives 
of key employees testify to the attitude of business with respect to the value 
ot human life in the operations of a successful enterprise. What is true of a 
business is many times more so in the case of the earning power of a breadwinner 
whose wife and children rely upon his earnings. 

By building into himself an earning power through education or experience, 
or both, the head of a family in any walk of life has created a capital asset. 
But he and his family need time for him to realize upon it. The family de- 
pendent upon him and in many cases the property dependent on his continued 
life, his sound judgment, his training and ability suffer a loss at his death 
which can be only partly compensated for by the amount of life insurance 


253-1 U. 8. C. T. C. par. 9217, 202 F. (2d) 94 (CA-7). 
$270 U. S. 230, 46 S. Ct. 260, 70 L. ed. 557, and 3 U. S. T. C. 913, 285 U. S. 312, 
52 S. Ct. 358. 
. 8. T. C. par. 95, 265 U. S. 189, 44 8. Ct. 546. 


63 U. S. T. C. par 1141, 66 F. (2d), 102, and 51-1 U. 8S. T. C. par. 66,013, 189 F. 
(2d) 230. 
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available to him. That amount is restricted by two factors, the ability to pay 
for it and insurance company underwriting limits. A man with an earning 
power of x dollars per year and an earning expectancy of 25 years will realize 
at least 25x dollars if he lives. Discounted at 3 percent per annum, that has 
a commuted value to his family of 17.9x dollars. He may indeed increase his 
economic value to an earning power of several times x dollars, in which event 
its capitalized value would increase proportionately. There is not enough life 
insurance available on any one life to furnish anything like the amount of the 
loss; it will indemnify only a fraction of the extinguished economic value. 

Senator Walter F. George, who was for many years the distinguished and 
able chairman of the Senate Finance Committee, stated in a recent magazine 
article: 

“For earned income no special allowance is provided as in the case of physical 
assets—such as the allowance for depreciation and depletion or gains from the 
sale of capital assets. In the case of taxpayers whose earning capacity may 
diminish as they grow older, there is no compensating allowance in our tax 
system comparable to depletion and depreciation allowances for the deterioration 
of physical property.” 

Clearly, life insurance is indemnity. It was the need for such indemnity 
which inspired the first life insurance, and throughout its growth and develop- 
ment indemnity has always been the major motive in its purchase. For the 
widow and children, it is to indemnify them for the loss of the breadwinner. 
To the business, it is indemnity for the loss of contribution of earnings and 
progress by a capable officer or owner. And to the man of property, it is in- 
demnity for estate shrinkage caused by death. But always it is indemnity for 
the loss of earning power or loss of capital cause by the death of the insured. 

Merely because the insured supplied the cash through gifts which paid the 
premiums, is it fair or equitable that people who have so clear an insurable 
interest should be subjected to the charge of an estate tax upon a contract of 
indemnity which they own? In support of the premium payment test it has 
been asserted that death proceeds of a life insurance policy are a “windfall” 
to the beneficiary. Just why a family which has lost a hushand and father 
would regard his life insurance as a “windfall” is not entirely clear. 

Life Insurance provides small business with liquidity 

During the past 12 or 15 years a great deal of concern has been felt over the 
economic position of small business. The amount of thought and discussion 
which has taken place on this topic is evidence of the importance of small busi- 
ness to the American free enterprise economy. Small business in the aggregate 
furnishes a very large proportion of the national income in goods and services 
and employs a substantial part of its labor. There is general agreement that it 
should be encouraged to preserve itself rather than be absorbed or destroyed. 
Many of the enterprises classified under the general heading of small business 
fall in groups of 6-figure and 7-figure net worth. With few exceptions the owner- 
ship is closely held either in the form of a corporation, a partnership, or sole 
proprietorship. The owners are likely to have estates taxable in the estate tax. 

In addition to the capital and operating financial problems of these concerns 
which are part of the solid backbone of American industry, the owners have 
the task of providing sufficient liquidity in their estates to finance the estate tax 
without knowing in advance when it will fall due. To the normal growth of 
business there have been added problems arising from greatly increased taxation 
and a constant rise in operating costs. In the face of these demands for grow- 
ing plant capacity and more working capital it has been not only difficult, but 
in many cases impossible, to take substantial funds out of a business for liquid 
investment. There has been a great amount of comment, some critical, over 
the increasing number of business mergers and purchases of smaller corporations 
by big business. In a large number of these cases it has been an urgent and 
sometimes desperate need for liquidity in the owners’ estates which has left no 
other course open. This is not said in criticism of the estate tax, but is men- 
tioned for the purpose of pointing up some of the problems which have grown 
out of it. 

A United States Senate Special Committee to Study Problems of American 
Small Business stated in its report to the Sist Congress :° 

“The Federal Trade Commission in the summer of 1948 published a summary 
report on the merger movement. This report found that during the period 


6 Final Report of the Special Committee to Study Problems of American Small Business, 
U. S. Senate, 8ist Cong., Ist sess., Rept. No. 46, pp. 19-21. 
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1940-47 more than 2,450 formerly independent manufacturing and mining com- 
panies have disappeared as a result of mergers and acquisitions. This is repre- 
sented as a minimum estimate. It is stated that these companies have an 
aggregate asset value of $5.2 billion. This would mean that the average asset 
value of each company is a shade over $2 million. It is the combined pressure 
of the income- and estate-tax structure which forces independent owners of 
msinesses of this size to sell out to larger companies. The Treasury forces 
these mergers and the Federal Trade Commission complains about them and 
seeks to set up a legal barrier. 

“By way of example, take a company smaller than the average of those cited 
hy the Federal Trade Commission, with a net worth of $1 million. A company 
of this size might have about 150 employees, since the average investment re- 
quired for 1 employee is now running well over $6,000. Assume that it earns 
after corporate taxes $100,000 a year, which would be 10 percent of its capital. 
Of this, $50,000 is retained in the business for growth and contingencies and 
850,000 is distributed in dividends. The owner draws a salary of $20,000 a 
year. Out of his total income of $70,000 a year, a single man would pay about 
838.000 in taxes and keep about $32,000. A married man would pay about 
$30,000 and keep about $40,000. The State and Federal estate tax on a busi- 
ness worth $1 million would be over $300,000, whether it strikes entirely on the 
owner's death or on the death of the owner and the subsequent death of his 
wife. If the owner of the business was able to save from $10,000 to $20,000 a 
vear, living on $20,000 a year, it would take him from 15 to 30 years to build up 
a fund to pay the estate tax on his business. 

“Most individuals don’t build up this kind of a business until they are beyond 
40. Since all previous savings are apt to have been put into the business, the 
likeliest practical solution for the financial dilemma in which such an owner 
tinds himself is to convert his ownership to cash or some kind of liquid security 
by selling out to a larger company. If he continnes to own the business, he is 
multiplying the hazard which at best inheres in passing it on to new manage- 
ment by leaving the new owners with a substantial cash liability against their 
ownership of the business. In fact, if he did succeed in building up $300,000 to 
pay the estate tax on his business, he would then have to find another $125,000 
to pay the estate tax on his estate-tax money. 

“To put it another way, to finance the continuation of his business in inde- 
pendent ownership after his death, the owner has to somehow find more than 
$500,000 in cash out of an after-tax personal income of $30,000 to $40,000 a year. 
This situation is by far the most powerful force in promoting mergers and con- 
centration of industry today.” 

The committee followed this with three recommendations, one of which said: 

“Give life insurance the same estate-tax treatment as any other form of 
property. If the owner of a business provides for payment of estate tax on his 
death by giving his son $3,000 a year, there is no estate tax on the money thus 
transferred. If he gives his son $100,000 in cash, there is a gift tax but no 
estate tax. The son has $100,000 less gift tax free and clear for payment of 
estate tax. However, if the son is given $3,000 a year to pay premiums on a 
iife-insurace policy covering the father’s life, the insurance proceeds are piled on 
top of the father’s other property and subject to estate tax. Removal of this dis- 
crimination against one type of property, life insurance, would facilitate putting 
the heirs of owners of independent businesses in a position to meet estate-tax 
obligations and to carry on the business free of extraordinary obligations.” 


Tar in estate of insured on policies not owned by insured is inequitable and 
discriminatory 


Owners of closely held corporations have been provided with some relief under 
code, section 303. A corporation may carry sufficient life insurance on a stock- 
holder to redeem the amount of stock necessary to fund administration costs and 
taxes. Such provision is not possible in the case of a partnership or a sole 
proprietor. And even in close corporations it may be desirable to retain some 
proceeds of life insurance in the business rather than use them for stock redemp- 
tion. Why should it not be possible for a man to make gifts to his family of life- 
insurance policies and of the premiums on them free of tax in his estate? This 
enables the family to advance money to the executor and prevent the sacrifice 
sale of assets. Proponents of the premium-payment test would permit a man to 
make gifts and set up reserves for this purpose without a tax in his estate in any 
other way except life insurace; yet no other method except life insurance will 
provide the required amount of cash at all times. It is noteworthy that this 
nequitable treatment, in addition to its attrition of the insurance owned by the 
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family of the businessman, also would penalize the professional man as well as 
the executive who has no proprietary interest but who may have accumulated a 
taxable estate. 

This singling out of life insurance for special tax treatment constitutes a 
unique discrimination against life insurance, as compared with other assets. 
And one effect of the premium payment test would be to permit a wife with 
independent means to own life insurance on her husband's life; by paying pre- 
miums with her own funds the premium-payment test would not apply and pro- 
ceeds would not be taxable to the estate of the insured. Oddly, this is a discrimi- 
nation in favor of the very wealthy. 


Merely because it is life insurance, transfer is not in contemplation of death 


Transfers which are the subject of this article are those which are not the 
subject of contemplation of death. Any transfer within 3 years of death must 
be tested by the rule in section 2035 (b). There is a dominant living motive in 
a gift of life insurance. The satisfaction and comfort of mind of knowing that 
a family will not be confronted with the problem of liquidity, that business and 
personal financial plans are free from that difficulty and can be carried out in a 
normal way, that the life insurance is flexible enough to take care of emergencies, 
or to augment incomes of others when the breadwinner retires are living motives 
which eliminate the contemplation-of-death question in these cases. 


Test in 19389 Code deterrent to adequate coverage 


One striking consequence of the premium payment test in the 1939 Code was 
that it acted as a deterrent to the purchase of life insurance in many cases in 
which the need for life insurance was unmistakably clear. In such situations 
men simply refused to buy adequate amounts because the proceeds would be 
reduced by 28 to 49 percent or more by the estate tax. The result of this frame 
of mind is vividly illustrated in statistics of Treasury income. 

The following figures are from the United States Treasury Department Sta- 
tistics of Income for 1949, part 1. 


Estate-taxr returns filed during 1950 
This is the latest published tabulation showing life insurance figures: 
PGS OE DEO is he. ide enna bp eran neers ginnens 25, 858 


Number of taxable returns.___----_-__-------- psi cenit altaeebiciathce-aameump-aeieeel 17, 411 


In thousands 
of dollars 


be iy 0 ee ee ee dpcahstcaitea cea ae ean tehieetnnatoans __.. $4, 918, 004 
IE I NI nisin clita tier tetas pimped bs imp eee meaeee pines 2, 126, 181 
By I a ele tL eeindl 799, 597 
Marital deductions in taxable estates__....-........_______-_ Eee i 564, 941 
AI Dire UT tc ee Ti al sume ceadiin elias uk 356, 819 
Bae I a atti then puicatttahin eaeccpsbrhdenemashnnied boo tnareh ta wikcnemteganas 129 
FUMIE SIN Sh SEINE OT i ain eink le 6 Siu nkin eonciont td dmmiaiis 97,155 
CSIRO IR: SUEUR ae eat actin ate een tes 259, 535 


OR een Se 7 Z 024, 604 
These figures strikingly show the deterring effect of the premium-payment test 
upon the purchase of life insurance. As a group, the decedents were grossly 
underinsured. The insignificant total of $120,000 of tax-exempt insurance fur- 
ther underlines the point. They just refrained from taking adequate amounts 
of insurance because of estate tax inroads on proceeds. The taxable insurance 
amounts to about 12 percent of the value of the total adjusted gross estates. 
Meanwhile these same decedents had made inter vivos gifts of other property 
totaling $164,277,000. Of this total, $494,000 were transfers included in the 
gross estates, making net inter vivos gifts of $163,783,000 exempt from estate tax. 
Urgent needs for cash were: 


In thousands 
of dollars 


Funeral and administration expenses__.............____________ $223, 142 
Debts ‘amd mottigd@ee: eee a ee __. 296, 015 
Support of dependents____..____- EAE L hl bc iscsenatabeabibe tht thin gibt dees aise al 30, 557 
Religious, charitable and public bequests._..._._.......__.-__________ 205, 863 
Poederal estate tame oe ea a eee ed 483, 520 
Voreign ' death ‘dutit. 22501 4k SSeS a ee ak 965 


"WOtAR S220 28 Ais, a i ee 2 DTT _ 1, 240, 062 
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State tax figures are not included in this tabulation of cash needs because exact 
information is lacking. A tax credit for State taxes is shown at $48,940,000. 
Obviously the actual disbursements for State taxes were larger than the credit. 
It seems conservative to assume that these could bring the total cash needs to 
£1,350,000 or more. Specific bequests in cash would add further to the cash- 
required figure by an unknown amount. That is offset by an indeterminate 
amount of the long-term debt in “debts and mortgages.” No amounts are in- 
cluded for either of these items. 

To meet these needs the estates had cash on hand of $524,604,000. There was 
also $356,948,000 of life insurance, part of which was available to executors or 
administrators of these estates depending upon the method of settlement in each 
policy. Obviously this amount cannot be estimated. In a group of this kind all 
degrees of liquidity will be found but, generally speaking, it is clear that a large 
number of these estates must have been drained of cash, life insurance proceeds, 
and highly liquid assets, if any, to meet their cash obligations. Also, there must 
inevitably have been a number of distress situations as a result of this drain, or 
because of a lack of liquidity, or both. 

Certainly some of these estates were very solvent and liquid, but clearly a great 
deal more life insurance was needed by a great number of individuals in this 
group. The average amount of insurance was only about $13,700 per individual. 
If part of the $163,783,000 of estate-tax-exempt inter vivos gifts of these decedents 
had been invested in life insurance, the available cash would have been nearer 
the amount needed to keep these estates intact, and indeed in many cases to keep 
businesses in operation on a normal basis with normal employment. If such life 
insurance had been owned by person other than the decedents, it would have 
made no difference in Treasury income because it had gone out of the taxable 
estates anyway in the form of cash or property. But people avoided buying 
needed life insurance with gift funds because of the costly estate tax consequences 
of the premium payment test. 

Since the enactment of the 1954 Code, men have been more willing to pay pre- 
miums on adequate amounts of insurance, because through ownership by other 
members of the family it could be kept out of their taxable estates to serve fully 
the useful social and economic purposes for which the insurance is intended. 


Omission of test in interest of national economy 


Projection of the above Treasury income statistics indicates that probably 
1 million or more Americans now living will die within the next 40 years leaving 
taxable estates. While it is difficult to estimate, it is reasonable to assume that 
+0 or 6O percent or more of them are contributing or will contribute substantially 
to the national economy in the production of goods and services and in the man- 
agement of enterprises which create and maintain employment for several million 
people. The premium payment test levied a discriminatory tax which ham- 
pered personal finances and plans for families and discouraged incentive by 
unjustly singling out for special burdensome tax treatment the soundest method 
for dealing with a major financial problem. 

It has been argued that the premium payment test should be restored because 
it results in a substantial loss of Treasury income. The amount of the loss is 
difficult to prove statistically, but the foregoing Treasury income figures are 
evidence that it cannot be very great. What did Treasury income gain by the 
premium-payment test? Of the $259,535,000 of taxable insurance, some part 
ualified for the marital deduction. It seems conservative to estimate that this 
reduced the net taxable amount to $200 million or less, or roughly at most 9 
percent or 10 percent of the total tax liability. But Treasury income cannot lose 
even that amount because many men for personal reasons are determined to 
retain ownership of their old insurance for the same motives which lead men to 
hold control of property. 

Regardless of the amount involved, it is not the spirit of the Congress of the 
United States to levy an unfair or discriminatory tax. The judicially declared 
lack of constitutionality and the social and economic implications of the pre- 
nium-payment test are cogent and convincing reasons why it should not be 
reenacted. Equally forceful against it is the question of equity. Congress 
recognized the inequity of the premium-payment test when it omitted it from 
the 154 Code. Surely there is every reason to feel confident that Congress will 


lot restore an inequity, either as the premium-payment test or in some other 
ror, 





184. TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


Mr. Muts. Are there any questions ? 

If not, we thank you, Mr. Brown, for your appearance and the 
information given the committee. 

Mr. Brown. Thank you. 

Mr. Mitts. The next witness is Mr. Henry Fernald. 

Mr. Fernald, will you please come forward? Will you identify 
yourself for the record, please, sir? 


STATEMENT OF HENRY B. FERNALD, CHAIRMAN, TAX COMMITTEE, 
AMERICAN MINING CONGRESS, MONTCLAIR, N. J. 


Mr. Frrnavtp. Mr. Chairman and members of the committee, I am 
Henry B. Fernald, of Montclair, N. J., chairman of the tax committee 
of the American Mining Congress. 

We respectfully present to you the following comments regarding 
certain items on the list of tax problems released by you under date of 
a smber 7, 1956: 

Oil and other mineral production payments: This is the first 
teen on that list of these tax problems, raising the question of income- 
tax treatment of oil and other mineral payments which are carved 
out of larger interests and sold or donated to others. It seems directed 
to certain practices, particularly with respect to oil, which are con- 
sidered to give unintended tax benefits either in capital-gain treat- 
ment or in charitable deductions. The problem is presented, however, 
not merely with respect to interests in oil but also other mineral 
production. 

This is the same problem to which the Mills bill, H. R. 9559, 84th 
Congress, 2d session, was in part directed. While the presentation 
now made of the problem may not assume that the suggested solutions 
would necessarily follow in all respects the provisions of the Mills 
bill, the provisions of that bill and the explanations with regard 
thereto are to some extent a basis for our comments which follow. 

We shall speak of these questions solely from the standpoint of 
mining. Oil and gas situations, proc ‘edures, practices, contr acts, and 
agreements differ in many ways from those with respect to mining 
of the solid minerals. Even the phraseology commonly used is quite 
different. 

We shall not attempt to speak with respect to oil and gas, which 
can better be discussed by those more fully acquainted with oil and 
gas problems. Our principal concern is that legislation should not 
be enacted which might have unintended application to mining and 
which would be inappropriate with respect to ordinary and custo- 
mary procedures in mining and mine financing which do not present 
abuses for which corrective measures are required, 

A somewhat basic question is with respect to what should be con- 
sidered “carved out” interests or “production payments.” Neither 
of these expressions is in common use in mining with respect to 
mining oper rations, interests, and agreements. 

There seems suggestion that any interest which is limited to a 
particular term of vears less than the entire productive life of the 
property, or whic h represents something less than the entire interest 


whic h a taxpayer has in the mineral property might be considered as 
a “carved-out” interest. 
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Whatever may be the situation as to oil and gas leases or property 
interests, any such concept would be quite inappropriate and unfair as 
to mines. 

Mining leases and royalty or other payments thereunder are com- 
monly for some specified term of years. Even though a mining lease 
may be for 10, 20, or 30 years, there is always the “possibility, often 
the contemplation, that some mineral will remain on termination of 
the lease period. It might be argued that any such lease or royalty 
agreement represents an interest for a limited time or as carved out of 
a larger property, yet there should be no intent to change or throw in 
question the status of royalty and oper ating interests as these have 
long existed under the normal and appropriate mining practices. 

A situation frequently encountered, which certainly should not be 
discouraged, is the following: 

A person or small group, having limited financial resources, may 
obtain a lease or mineral right from a property owner, perhaps on very 
favorable terms, and may proceed with exploration for and possibly 
some development of mineral deposits within the property. This may 
disclose valuable deposits, the exploitation of which would, however, 
require far more capital than they are able to provide. 

Sometimes they may be able satisfactorily to sell their entire rights 
and may be willing to terminate their interest in the venture. More 
often they may wish to retain some interest. 

One way they may do this is by a sublease by which they will receive 
a higher royalty than they are required to pay the property owner on 
their lease. 

Another way is by transfer of a part of their rights to one who 
will provide needed capital; either transferring a part of their rights 
in the entire lease and retaining the balance for themselves, or trans- 
ferring their rights to a part of the leased property and retaining 
inentirety their Tights tothe1 ‘emainder of the property. 

There are also other w: ays in which the matter might be handled, 
all of whieh are merely normal and appropriate methods to provide 
for finding and developing mining properties and obtaining produe- 
tion therefrom. 

A further situation may also be mentioned, where a property owner 
may wish to grant a lease, or a lessee a sublease, for something less than 
the expected life of his interest in the mineral. 

The one who is to provide the capital will naturally want the op- 
portunity to recover his capital and an adequate profit thereon dur- 
ing his period of interest, but this need not extend to the entire ex- 
pected life of the property or of a lessee’s interest therein. 

No reference to a “carved-out” interest or an interest for less than 
the productive life of the property should be applied to obstruct such 
reasonable arrangements in mining between parties acting fairly to 
meet a practical problem. 

These questions may not arise if the interests in the venture are 
placed in a corporation and stock can be sold or bonds issued to raise 
further needed capital. 

This, however, is not always the most practicable and desirable 
manner of handling the problem. The original ventures might not 
be willing to lose any control over the venture by becoming minority 
stockholders, and those who might come into the venture to provide 
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needed capital might not wish to do this through a corporation with 
minority stockholders. 

Tax legislation should not be adopted which would prevent or dis- 
courage the reasonable and appropriate practical methods of dealing 
with these mining problems, and we believe there is no intent so to do. 

It is difficult to say from the standpoint of mining what remedies 
may be appropriate to prevent abuses which may exist in practices 
which are not general with respect to mining interests. We are in 
no position to discuss in detail intended remedial legislation until we 
know better what may be proposed. 

We do urge, however, that in formulating any such proposed legis- 
lation which might be applicable to mining, care should be taken to 
see that it does not prevent or discourage the normal and appropriate 
practices and procedures reasonably applied in the mining industry. 

11. Deductions rather than exclusions from income earned abroad: 
Item 11 of the list released on November 7 makes the suggestion that 
the subcommittee consider converting the present exclusions from 
income earned abroad into deductions. 

25. Aggregation of oil and gas property interests—section 614: The 
suggestion is here raised that somewhat different rules should be ap- 
plied to oil and gas interests than those now stated in section 614 of the 
code. 

Unquestionably, aggregation of oil and gas interests should be per- 
mitted under appropriate rules, but such rules may not necessarily be 
the same as the rules which are appropriate for mining. 

The oil and gas situation may differ in many ways from that of 
mining the solid minerals, and we are not attempting to say whether 
the same rules which are appropriate for aggregation of mining inter- 
ests are equally appropriate for aggregation of oil and gas. We believe 
that others, more fully informed than we are regarding oil and gas, 
can better speak of what would be appropriate rules for oil and gas 
aggregation. 

We would urge, however, that if any new rules are deemed appro- 
priate for oil and gas, these should not be so written into the law that 
they would also be applicable to mining for which they may not be 
appropriate. 

There are certain changes which we believe should be made in the 
present provisions of section 614 as applicable to mining. 

We believe, for example, that more than one aggregation should be 
permitted with an operating unit, and that election to aggregate should 
not be required with respect to any deposit until its nature and charac- 
ter is reasonably determined. We understand, however, that such 
recommendations do not fall within the scope of the present hearings 
so we are not here making more extended statement in this regard but 
shall hope to do so when appropriate opportunity is offered. 

Mr. Mitts. Does that complete your statement, Mr. Fernald. 

Mr. Fernarp. Yes. 

Mr. Mriis. Are there any questions ? 

Mr. Fernald, for our benefit, I wonder if you could either now or 
subsequently list for us just what you refer to when you say on page 4 
of your statement that you hope we will not take such action as to 
prevent or discourage the normal and appropriate practices and pro- 
cedures reasonably applied in the mining industry. 
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If you could give us some idea of what those normal and appropriate 
practices and procedures are, we would like to have that information 
because this subject matter has no reference to the discouragement or 
prevention of what are to us normal and appropriate practices and 
procedures. If you can tell us just what they are in the mining indus- 
try, we would like to have that information. 

Mr. Frernawp. I will try very briefly, Mr. Chairman, to indicate 
these. 

A major point is that they should not attach any interest which is less 
than the total productive life of the property. In other words, whether 
it is a 10-, 20-, or 30-year contract, we may have that may be for less 
than the probably productive life of the property ; that is the customary 
procedure. So we should not have a test made as to mining which 
would throw out from ordinary consideration an interest which is less 
than the entire productive life of the property. 

Also, if we have the lessee of the entire mineral rights where he will 
sell to someone else in order to obtain capital, the right to his lease for 
a period less than the full term of that lease or less than the entire 
property, that should not be brought in. It is largely a definition of 
what you will make your special aeing line here. 

I shall be very glad to amplify that if it will be helpful, but that is 
the main point. 

As to the Mills bill, I had difficulty in trying to read some of those 
provisions and the explanations, particularly as they relate to these 
carved-out interests and production payments which are terms not in 
customary use in mining and were not too clear as to what implica- 
tions they should cover. But it should not be any interest for less the 
entire productive life of the property that should be thrown in ques- 
tion. 

Mr. Muius. Mr. Fernald, I did not know at that time when I intro- 
duced the bill of any practices that have grown up in the mining in- 
dustry comparable to that practice in the oil and gas industry to 
which we were directing our attention, except in the sulfur business. 

My thought in extending the application not only to oil and gas, 
but to mineral production as well was that the practice could very 
easily be generalized and extended to all mining. 

If it is not acceptable in the oil and gas business, or if it is not ac- 
ceptable to us in the sulfur business, then I doubt that it can be justi- 
fied in the other fields of mining. 

In order to prevent its extension, we want to know what types of 
practices and procedures are long established, and are sound in the 
opinion of the industry, so that we may evaluate them, and try to pre- 
vent any hardship to the mining industry as we try to prevent this 
practice in the oil and sulfur industry from spreading. 

Mr. Fernap. I am going to agree that if there are practices in the 
oil industry which leave what you will term “loopholes” here, there is 
the danger that there might be extension of those into mining. 

But I do point out this essential difference in the final test as to 
anything less than the productive life of the property or of the possi- 
ble interest which would not fall within that limit. 

I should be very glad to try to formulate this more fully, if I can. 
It is a ittle hard to say just what we might want to do without a little 
better understanding of what a proposed definition might be that you 
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would feel should be brought in to meet this special practice that you 
think should not be allowed with regard to oil and gas. 

Mr. Mitts. Mr. Fernald, it is now quite evident to me that the origi- 
nal language we used in the bill of the last session has to be modified 
somewhat. I agree with you that it is not altogether clear just what 
we are intending to do. So there will be some changes in the language 
that would be drafted if the subcommittee decides to pursue it. 

; Mr. Fernab. I should be very glad to try to further amplify that, 
if I may. 

Mr. es Thank you, sir. We appreciate having you with us 
this morning, and we appreciate the information you have given the 
committee. 

Mr. Fernatp. I appreciate your courtesy. Thank you. 

Mr. Mus. The next witness is Mr. Abraham J. Harris. 

Mr. Harris, please come forward and identify yourself for the 
benefit of the record. 


STATEMENT OF ABRAHAM J. HARRIS, OF SHER, OPPENHEIMER & 
HARRIS, WASHINGTON, D. C. 


Mr. Harris. Mr. Chairman and members of the committee, my 
name is Abraham J. Harris. I am a member of the law firm of Sher, 
Oppenheimer & Harris, practicing here in Washington. 

Mr. Mitis. You are recognized, Mr. Harris. You may proceed in 
your own way. 

Mr. Harris. I should like to address myself to item 19 of the list 
of unintended benefits or hardships, dealing with the amortization 
of premiums on bonds with call dates. 

I start with one of the basic premises which underlay enactment 
of the 1954 Code; that it is high time to put an end to confusion 
in the minds of taxpayers as to their rights and their obligations 
under the Internal Revenue Code. 

The House and Senate committee reports on the 1954 Code show 
a definite desire on the part of the Congress to curb the tax-avoidance 
possibilities that resulted from the fast writeoff of bond premiums 
as permitted under earlier law. To accomplish this, the code provides 
that the premium on callable bonds may c amortized to the nearest 
call date only if such date is more than 3 years from the date of 
original issue. 

The provision applies, however, only to bonds issued after January 
22, 1951, and acquired after January 22, 1954. This was clear and 
certain, a provision bondholders, bond buyers, taxpayers could live 
with 

Item 19 of the proposed additions to the technical amendments bill 
of 1957 now proposes that taxpayers be required in all cases to amor- 
tize bond premiums over the period to maturity. Without getting 
into the merits of such a proposal, or the need for such a stringent rule, 
the provision is one that taxpayers could live with, provided that it 
is made certain that it will not have an unfair retroactive effect. 

I am accordingly glad to see that the Treasury itself suggests mak- 
ing the new provision effective with respect only to future purchases 
of callable bonds. 

Those words “future purchases” are most important. They should 
be spelled out most clearly in the 1957 bill, so that the provision will 
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apply only to callable bonds purchased after the date of enactment 
of the 1957 technical amendments bill. I will return to this point in 
a moment. 

The Treasury also suggests that the new provision be made effective 
with ae to future purchases of callable bonds “regardless of when 
issued. 

I should like to suggest to the committee, however, that the pro- 
vision should be applied only to bonds issued after January 22, 1951, 
for the very reason which motivated this committee and the Congress 
to insert that date in section 171 of the 1954 Code, namely, to “prevent 
unfair retroactive application of the provision.” 

I should like to return now to the Treasury’s suggestion that the 
new provision, requiring premium amortization to maturity, apply 
only to future purchases, and to stress the importance of spelling this 
out in the law itself and not leaving the question open to enher judicial 
or administrative interpretation. 

The reason for my concern as to this is contained in the regulations 
proposed by the Commissioner of Internal Revenue to section 171 of 
the 1954 Code. That section as enacted by the Congress is as clear as 
can be. It permits bond premiums to be amortized to maturity or to 
an earlier call date, except that in the case of wholly taxable bonds 
issued after January 22, 1951, and acquired after January 22, 1954, 
the earlier call date must be at least 3 years after date of issue. 

In its proposed regulation the Treasury, however, wholly disre- 
garded the limitations thus placed by Congress upon the 3-year call 
date rule, limitations imposed, as stated by this committee, to— 


prevent unfair retroactive application of the provision to previous investors of 
long outstanding issues. 


I refer specifically to section 1.171-2 (a) (3) of the Treasury’s pro- 
posed regulations: 


(3) Where a taxpayer acquires fully taxable bonds having a call date occurring 
within a short period after the date of acquisition and where such taxpayer— 
(i) Has acquired such bonds as a part of an arrangement pursuant to 
which he subsequently sells, exchanges, or otherwise disposes (including a 
charitable contribution of such bonds which qualifies for a deduction under 
section 170) of such bonds, and 
(ii) Cannot expect to derive any economic advantage under the arranze- 
ment independent of the Federal income-tax consequences arising from the 
deduction of the amortizable bond premium under section 171, then 
for the purposes of section 171, the amount of bond premium with respect to 
such bonds shall be determined with reference to the maturity date of such bonds 
and not with reference to such call date in computing amortizable bond premium 
for any taxable year. 


What is the meaning of “a call date occurring within a short period” 
as those words occur in the regulation ? 

Is “a short period” more or less than the 3 years mentioned in the 
statute? 

Twenty years may be a short period to an octogenarian but an aw- 
fully long time to a teen-ager. Without being facetious, I suggest 
that a short period, as used m the Treasury’s regulation, may vary in 
length as the ages of Treasury enforcement agents vary. 

What does it mean to acquire bonds as part of an “arrangement” ? 

Aside from certain sc the benefit of debtors, “arrangement” 


is not a word of legal significance. 
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What does it mean when it says the taxpayer “cannot expect to derive 
any economic advantage under the arrangement independent of the 
Federal income-tax consequences ¢” 

Is this a subjective or an objective test which the Treasury intends to 
apply to taxpayers’ expectations ? 

I might add, what does it mean, incidentally, when we speak of 
“economic advantage” ? 

Certainly every taxpayer who buys a bond expects at least the eco- 
nomic advantage of getting interest on the bond. If that is so, this 
entire paragraph of the regulation would nullify itself. 

And where are those dates, January 22, 1951, and January 22, 1954, 
those cutoff dates, which the Congress so painstakingly placed in the 
law to prevent its having “unfair retroactive application” ? 

They are completely ene from this portion of the Treasury’s pro- 
posed regulation. Surely this blunderbuss approach to the regula- 
tions, placing all bondholders’ transactions in jeopardy, is not neces- 
sary in order to reach what the Internal Revenue Service may consider 
“sham” transactions, 

Where, in short, is the authority in section 171 of the 1954 Code for 
these proposed regulations ? 

The proposed regulation casts serious doubt on whether any callable 
bond transaction is exempt from its provisions, despite the specific 
statutory provision in section 171 of the code that all bonds issued 
prior to January 22, 1951, or acquired prior to January 22, 1954, are 
exempt from the 3-year call-date provision. 

Indeed, the vague and indefinite terminology of the proposed —_ 
lation is, in my opinion, such as to render its validity and legality 
subject to grave doubts on this ground alone. But, of course, to prove 
this casts upon the taxpayer the burden and expense of litigating the 
validity of the regulation through the courts. 

These are the reasons why I say it is important to spell out in detail 
in the 1957 amendment to section 171 that it will apply only to bonds 
purchased after the date of enactment of the amendment. 

One more point. The 1954 Code is now more than 27 months old. 
Twenty-two months after its enactment the Treasury proposed the 
regulations to section 171 about which I have been speaking. Ever 
since, bondholders and bond purchasers have been acting at their peril 
thereunder—not knowing whether they were possibly guilty of im- 
proper “expectations” or making the wrong type of “arrangements,” 
as those words are used in the regulation ; not knowing, in fact, whether 


under the proposed regulations a long call period might indeed be ° 
short one. 


The regulations are still proposed. The Treasury is still working 
on them, hoping to Pa them soon, at the same time that it is 


cooperating with this committee in suggesting new and different 
legislation on the very same subject. 

I trust that they are at least trying to bring the proposed regulations 
in line with the law. 

This should not be left entirely to the Treasury, however. Now that 
this committee has before it the entire question of the basis upon which 
bond premium amortization is to be allowed, I think it the proper 
function of the committee to advise the Treasury of the desirabilit 
of abandoning section 1.71-2 (a) (3) of its proposed regulation, wit 
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its necessarily unfair and unlawful retroactive effect, and taking care 
of the entire problem prospectively by the new legislation. 

In this connection, I might point out that the Treasury regards sec- 
tion 1.171-2 (a) (3) as the most serious problem in its proposed regu- 
lation. By abandoning that section at this time, the Treasury would 
be enabled to issue the remainder of its regulations on section 171. 
Both actions would be salutary. 

In summary, if the committee should decide to amend section 171 
of the 1954 Code so as to require bond premium amortization to ma- 
turity, I urge the committee: 

1. To make the amendment effective only with respect to future 
purchases, purchases after the date of enactment of the amend- 
ment, of bonds. 

2. To make the amendment effective only with respect to bonds 
issued after January 22, 1951. These provisions are necessary, in 
the words of this committee in reporting on section 171 of the 
1954 act, to “prevent unfair retroactive application of the provi- 
sion to previous investors of long outstanding issues.” 

3. To make the amendment so clear on its face that the Treas- 
ury will be unable to do to it what it has sought to do to section 
171 by its proposed regulations. 

4. To take such steps as may be deemed advisable or necessary 
to have the Treasury abandon section 1.171-2 (a) (3) of its 

pee, regulation. 
Mr. Mitts. Does that complete your statement ? 

Mr. Harris. Yes; it does, Mr. Chairman. 

Mr. Minis. Any questions? 

Mr. Harris, as I tried to emphasize at the beginning, we will not put 
ourselves in the work of the subcommittee this fall in the position of 
being an arbitrator of Treasury regulations. I want to make it clear 
again that the committee does not presume that it has any right to tell 
the Treasury what it may do with respect to regulations. 

It is true that if the Congress decides that a regulation is not ade- 
quate, Congress has the right to change the law on which the regula- 
tions are based and thereby force a change in the regulations. But 
we are not holding ourselves up as the final authority as to whether or 
not Treasury regulations are adequate, and we certainly do not want 
anybody to think that we are so holding ourselves out to the public. 

Mr. Harris. I recognize that, Mr. Chairman. There is this, how- 
ever: 

In the first place, you do have before you, this committee has before 
it, the entire question of how bond ——— amortization is to be 
treated, whether all to maturity, or whether the provision of the 1954 
Code is to remain. 

In that connection, I think it is almost inevitable that this commit- 
tee should consider not only the 1954 Code but the regulations which 
presumably expound the 1954 Code of section 171 specifically. And it 
is certainly not unheard of for the Congress to, as part of legislation, 
state what its intention was. 

Mr. Mitts. We can do that. 

Mr. Harris. The intention in section 171 of the 1954 Code, not only 
on the face of that section but from the reading of the committee re- 
ports with reference to that section, was very clear that the change 
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made from the 1939 Code in that section was limited to bonds issued 
after January 22, 1951, and acquired after January 22, 1954. 

I believe the Treasury in its regulation has completely disregarded 
that intention, and I think it would be most appropriate for this com- 
mittee, as part of the draft of its legislation and in connection with its 
committee report, to make clear that the intention was as originally 
stated and notify the Treasury in this respect. 

Mr. Mutts. You, of course, understand the point I was endeavoring 
to make. 

If the regulations are not adequate, the Congress can reexpress its 
intention by amending the law. 

If the regulations are still not adequate, it is still not the responsi- 
bility of the Congress to make them accurate. If they are not founded 
upon law, there is another branch of the Government, the courts, to 
which you, as a lawyer, readily find access, I am sure. 

I did not want the impression to be created that this subcommittee 
presumed to have the authority to tell the Treasury what it should do. 

Mr. Harris. I certainly agree with you on that. 

I would just like to point out that I believe it was Mr. Tyson this 
morning, appearing for United States Steel Corp—— 

Mr. Mitts. We Tid talk about regulations. 

Mr. Harris. You did talk about the regulations. 

Mr. Mus. And created the precedent for it. 

Mr. Harris. There was some indication from the subcommittee 
that there would be some suggestion made to the Treasury to extend 
the date. 

Mr. Mitts. Only to enable the Congress to legislate. 

Mr. Harris. That is exactly what I am asking for here, sir. 

Mr. Miutus. To extend the date? 

Mr. Harris. No, no; to ask to have the Treasury to abandon what I 
described as this illegal provision of its regulations to enable the Con- 
aoe to legislate, and if there are any loopholes, to plug the loopholes 

y legislation in the proper way. 

Mr. Muss. I think you want us to go beyond our authority, certainly 
what I consider to be the authority of Congress, with respect to these 
regulations. 

At least we appreciate having had you here this morning and 
calling to our attention the suggestions you have with respect to the 
amendment of the law by our committee in response to the suggestions 
of the Treasury in item 19. 

You may have a point there with respect to your suggestion of the 
date, the cutoff date—your suggestion No. 2. 

Mr. Harris. Yes. 

Mr. Mitts. I want to look into the advisability of that effective date 
of January 22, 1951, for the date of the issuance itself. I do not know 
whether that is needed, but I certainly want to look into it. 

We appreciate having you here this morning and the information 
you have given the committee. 

Mr. Harris. Thank you very much. 

Mr. Mitts. Our next witness is Mr. Paul Yager. 

Me. Yager, will you identify yourself for the benefit of the record, 
please 
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STATEMENT OF PAUL D. YAGER OF LYBRAND, ROSS BROS. & 
MONTGOMERY, WASHINGTON, D. C. 


Mr. Yacer. Mr. Chairman and members of the committee, my name 

is Paul D. Yager of Lybrand, Ross Bros. & Montgomery, certified 

ublic accountants. I appear as manager of their local office, which is 
ocated at 916 Investment Building, Washington, D. C. 

I should like to address myself briefly this morning to item 11 
upon the subcommittee’s list of substantive unintended benefits and 
hardships, issued by the subcommittee on November 7, 1956. 

Item 11 involves a modification in section 911 to change the present 
coaleen for income earned abroad to a deduction for income earned 
abroad. 

I wish first to state to the subcommittee that I feel the proposal to 
treat the present exclusion from gross income of $20,000 per year as 
a deduction from gross income is a sound proposal for the reasons 
stated in the report. However, at this time, when this subcommittee 
is considering changes in section 911 (a) (2) of the 1954 Code, I 
feel that an additional change should be considered. 

Under present interpretation of the code, the Internal Revenue 
Service considers that all expense reimbursements which are received 
by an employee from his employer, whether on a per diem or upon an 
actual reimbursement basis, constitute gross income of the employee 
for the purpose of computing the exclusion under section 911 (a) (2). 

Therefore, in the case of such payment, the computation of the ex- 
clusion from gross income of $20,000 must take into account such pay- 
ments. The employee therefore can exclude only $20,000 gross income 
in any year and is limited by section 911 (a) (2) with respect to his 
bona fide deductions to those not “properly allocable to or chargeable 
against amounts excluded from gross income” under section 911. 

For example, if a foreign-based employee is paid a base salary of 
$18,000 per year and is paid per diem or actual reimbursed expenses 
of $3,000 per year, his gross income is $21,000 and he can deduct as 
business expense for expenses for the production and collection of in- 
come under section 162 or 212 of the 1954 Code, respectively, only 
one twenty-first of the $3,000 of expenses he incurred in earning the 
foreign income. 

Under these circumstances (one twenty-first of $3,000 being approxi- 
mately $143), he would have gross income of $21,000, deductions 
allowable of only $143, and an exclusion under the statute of $20,000. 

This would result in his being taxable upon $857. It should be 
noted in this respect that a domestic employee who received $18,000 
salary and was reimbursed for actual expenses incurred of $3,000 has 
no sumilar limitation. The $3,000 would be deductible in full and his 
taxable income would be $18,000. 

I do not believe that this was congressional intent in enacting sec- 
tion 911 (a) (2) of the 1954 Code—first added to the 1939 Code as 
section 116 (a) (2) by section 321 (a) and (c) of the Revenue Act of 
1951—and due to certain abuses which had crept in, in limiting the ex- 
clusion to $20,000 per year by section 204 (a) and (c) of the Technical 
Changes Act of 1953. 

To repeat, I do not think it was done to, in effect, deny a deduction 
for expenses directly incurred in earning the foreign income in deter- 
mining the maximum exclusion from gross income. Originally there 
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had been no limit on the amount of the exclusion, and therefore it was 
certainly appropriate to deny any deductions to the taxpayer which 
were incurred by him in earning the tax-exempt income; otherwise, 
he would be able to deduct, against other taxable income, expenses 
incurred by him in earning the exempt income. 

However, when the $20,000 limit was placed on the exclusion, the 
same limitation on deductions was left in the statute, with the result 
that the exclusion is strictly and technically a gross income exclusion 
and not one of net income from the foreign source. 

The original intention of preventing the deduction with respect to 
earning gross income abroad from being taken by the taxpayer against 
other taxable income has become the vehicle for denying such deduc- 
tions against the taxable foreign income, except to a minor extent, in 
the ordinary type of case. 

I urgently request that the statute be amended so as to permit the 
deduction of expenses incurred in earning the foreign income to the 
full extent of the amount of foreign income that is taxable, and only 
denying deduction of such expenses against income other than the 
foreign taxable income. 

Another way of expressing it might be to allow an exclusion up to 
$20,000 per annum of net income earned abroad. 

I thank the subcommittee for the opportunity of presenting my 
views and for their courteous attention to my presentation. 

Mr. Mitxzs. Mr. Yager, does that complete your statement? 

Mr. Ya4cer. It does. 

Mr. Mitts. Are there any questions? 

Mr. Yager, as you understand, the committee is merely looking into 
the question, in 911 (a) (2) of whether the treatment provided therein 
for American citizens residing abroad for 17 or 18 months be handled 
as a deduction rather than an exclusion from income as presently pro- 
vided in the law. 

You raised the additional point, and suggest that since the com- 
mittee is considering the problem, that it change the $20,000 limita- 
tion from terms of gross income to terms of net income; that is the 
effect of what you are saying? 

Mr. Yacer. Yes, indeed. 

Mr. Mus. So that, really, what you want us to do is to provide 
for a higher limitation in amount to provide for a greater exclusion 
or deduction for income-tax purposes. 

Mr. Yacer. Mr. Chairman, with all due deference, that is one way 
to put it, but it is not the way I would describe it. 

Mr. Mirzs. Could we not do it as easily by raising the $20,000 to 
$30,000 or $40,000? 

Mr. Yaaer. No, sir; I think it is clear from the committee report 
that you intended to give a $20,000 exclusion in the first place. It is 
only because of the fact that the Service so views reimbursements for 
services rendered on behalf of the employer that this problem arises 
and the $20,000 figure is rendered meaningless. 

Mr. Miiis. We do not say anything in the statute, as I read it, 
about whether it would be gross income or net income. It is just an 
arbitrary figure that we have selected, $20,000, as the maximum that 
can be excluded from income generally for tax purposes. 

I doubt that one could argue effectively that we meant it to be net 
income. What we fixed is just an arbitrary figure. 
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Now to remove all doubt, we could spell it out; we could say $20,000 
of gross income, or we could say that it is $20,000 of net income, and it 
is the latter that you want us to do, or we could say adjusted gross 
income ? 

Mr. Yacer. Yes. 

I think, Mr. Chairman, to summarize briefly, that when Congress 
was considering this amendment in 1951, it was clear that if an 
employee went abroad for the required time, was otherwise quali- 
fied, and his salary was $20,000 per year, his income would have 
been entirely exempt. 

Now, the fact that he incurs expenses on behalf of his employer 
and is reimbursed for them does not increase his real income by a 
dollar, and yet he has taxable income although his salary is only 
$18,000. 

Mr. Mitzs. What do you think of the point made by the Treasury: 
That whatever the figure is and however they apply it, whether ad- 
justed or net or gross, it be a deduction rather than an exclusion? 

Mr. Yacer. I have no criticism of that, Mr. Chairman. I can see 
the policing problem and I have sympathy with it. 

Mr. Mius. You think there may be some evasion under the existing 
situation ? 

Mr. Yacer. I know of no cases, but there is certainly a possibility. 

Mr. Mitts. There would be less ibility of evasion if it were 
made a deduction rather than an exclusion ? 

Mr. Yacer. No question about that. 

Mr. Mus. Are there any further questions? 

We thank you, Mr. Yager, for your appearance and the informa- 
tion given the committee. 

That completes the calendar of witnesses and, without objection, 
the committee will adjourn until Monday morning next, when we 
will resume our hearings—that is, November 26. Because of the fact 
that this room will be used by another subcommittee of the Ways and 
Means Committee, we will meet at 10 Monday, November 26, in the 
hearing room of the House Interstate and Foreign Commerce Com- 
mittee, room 1334. 

The committee stands adjourned. 

(Whereupon, at 11:50 a. m., the subcommittee recessed, to recon- 
vene at 10 a. m., Monday, November 26, 1956, in room 1334, New 
House Office Building.) 
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TECHNICAL AMENDMENTS TO INTERNAL REVENUE 
CODE 


MONDAY, NOVEMBER 26, 1956 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION OF THE 
CoMMITTEE ON Ways AND Mzans, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to recess, in the hear- 
ing room of the Committee on Interstate and Foreign Commerce, 
House Office Building, Hon. Wilbur D. Mills (chairman of the sub- 
committee) presiding. 

Mr. Mitts. The subcommittee will come to order. 

Our first witness this morning is Mr. David W. Richmond, here in 
behalf of the American Bar Association. 

Mr. Richmond, will you identify yourself, please, for the benefit of 
the record. 


STATEMENT OF DAVID W. RICHMOND, CHAIRMAN OF THE SECTION 
OF TAXATION ; ACCOMPANIED BY LEE I. PARK, VICE CHAIRMAN, 
AND SCOTT CRAMPTON, MEMBER OF THE COUNCIL, TAX SECTION, 
THE AMERICAN BAR ASSOCIATION 


Mr. Ricumonp. Mr. Chairman and gentlemen of the subcommittee, 
my name is David W. Richmond, of Washington, and I am chairman 
of the section of taxation of the American Bar Association. 

Mr. Miits. Mr. Richmond, we appreciate your presence here this 
morning and you may proceed in your own way. 

Mr. Ricumonp. I ‘ore with me Mr. Lee I. Park, vice chairman of 
the section of taxation, and Mr. Scott Crampton, member of the coun- 
cil of the section. 

Mr. Mrius. We appreciate having them here. 

Mr. Ricumonp. As you know, we can present as official reeommenda- 
tions of the American Bar Association only those legislative proposals 
which have been approved by the association’s house of delegates. The 
house last met in Dallas in August and approved 30 proposals which 
had been considered and recommended by the section on taxation. 

We are presenting those proposals in the attached booklet, which 
contains not only suggested statutory draft but also an explanation 
of each proposal. 

In addition to those recommendations in the booklet, I would like 
also to add an additional recommendation having to do with section 
6501, regarding the personal liability of a fiduciary, but I will have 
to do that by a letter which we will file later. 
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Some of them are particularly timely and appropriate because the 
point up what we think are unintended hardships and unintended od 
vantages arising from the 1954 Code. Others are broader in scope and 
involved changes in Subchapter C—Corporate Distributions and Ad- 
justments, Subchapter J—Estimates, Trusts, Beneficiaries, and De- 
cedents, and Subchapter K—Partners and Partnerships, which your 
chairman suggested would probably be the subject of more compre- 
hensive study, looking to a report and action later in the next Con- 
gress. 

With respect to these proposals, we are mindful of the mild chastise- 
ment administered by Chairman Mills during his fine speech at our 
Dallas meeting. Hetold usthat: 

Too often in the past, members of the tax-writing committees of Congress have 
found in the recommendations of the American Bar Association evidence of self- 
pleading, which, in all fairness, should have been presented for what they were, 
that is, advocacy of a particular client’s interest, as distinguished from that 
disinterested and thoughtful aid to which we as members of those committees 
and the public are entitled to have from the organized bar. 

We hope that you will find that the recommendations now sub- 
mitted are not open to criticism along that line. 

It has been said, we think without foundation, that the American 
Bar Association never points out loopholes in the law, and that even 
when loopholes are noted, we are slow to suggest legislative remedies. 

May I point out that a number of our recommendations are con- 
cerned with closing what we think are loopholes now in the 1954 Code. 
For example, recommendations 5, 7, 9, 10, and 11 under the heading 
“Partnerships” are all proposals to close existing loopholes. Aso, 


recommendation 1 under the heading “Natural Resources” proposes 


to close the loophole arising from carved-out oil payments. 

On the other hand, we have several recommendations which are 
concerned with what we consider to be unintended hardships existing 
under the 1954 Code. 

For example, recommendation 2 under the heading “Federal In- 
come Taxes” proposes to allow the same deductions to employees 
contributing to a private disability benefit plan as they now receive 
when they contribute to a State plan, and recommendation 4 is designed 
to put purchase money obligations on the same footing as the property 
for which they are given. 

We also have legislative recommendations which deal with larger 
problems in subchapters C, J, and K, and the subcommittee may wish 
to defer their consideration until it is reconstituted, as we hope it will 
be, in the 85th Congress. 

Although these are the only recommendations I am authorized under 
the rules of the American Bar Association to present as reflecting the 
views of the association, the section of taxation has solicited from its 
members their individual views on the matters contained in Subcom- 
mittee Print No. 1 and in the list of unintended benefits and hardships. 

We have received a number of letters on these matters and also letters 
regarding matters not included in the subcommittee print or in the 
benefits-hardships list. With your permission, we will hand ‘these 
letters to the staff of the subcommittee and will be glad to discuss the 
problems raised in them with the staff at its convenience. We are not 
including those letters which indicated that the writer had already 





TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 199 


presented the problem to the subcommittee, either in writing or by 
oral testimony. 

Because of the shortness of time, these letters could not be consid- 
ered by our committees. Therefore, we can neither endorse them nor 
disagree with the points made. Our committees will consider them, 
however, and in appropriate cases we will have formal legislative 
recommendations to present later. In the meantime, these individual 
suggestions may be useful to you. 

In addition to the subcommittee’s concern regarding improvements 
in the 1954 Code, the chairman has indicated that before the end of 
the year, the subcommittee will inquire into the administration of the 
internal-revenue laws under the Reorganization Act of 1951. We 
understand that this inquiry is already underway and that the sub- 
committee is being assisted by an advisory group of distinguished 
lawyers and accountants. 

We were relieved when your chairman indicated that the inquiry 
would not be a witch hunt and that the objective of the subcommittee 
will not be to shake the Internal Revenue Service by its heels. 

We believe, and we hope the committee agrees, that what the Service 
needs now is not shakings but constructive help looking toward 
restoration of public confidence in the integrity of the Service and the 


people who operate it. Iam sure we all recognize that this is essential 
to the continued success of our self-assessment system. 

We know that during the past few years, questions have been raised 
concerning the operation of the Service and that it has undergone suc- 
cessive reorganizations in an effort to correct certain faults. Follow: ing 
the disclosure of a few sensational instances of wrongdoing, the public 


directed its criticism without discrimination toward all employees of 
the Service rather than toward the very few guilty ones. 

ae a result, of this criticism, an inspection service was established. 

t functions as an investigator of the qualifications and integrity of 
new personnel and of charges of improper conduct, a proper function. 

But the impression we have gained from our day-to-day dealing 
with field personnel is that the Inspection Service also functions as a 
second guesser on settlements and as a kibitzer on all the everyday 
activities of Internal Revenue Service personnel. We also have the 
impression that the Service men who settle cases feel that their actions 
are being criticized by investigators not thoroughly experienced in the 
auditing field and without the kind of competenc e that sound reviewing 
requires. 

We all know that tax controversies should be settled at the lowest 
possible level and with as much speed as is commensurate with proper 
onsideration. The settlement of these controversies requires ability, 
judgment, and courage, qualities that the settlement people in the 
Service generally have. But we can all imagine how little of these 
qualities we would exhibit if we had a policeman breathing down our 
ecks at every turn. 

We hope the subcommittee with the assistance of its advisory group 
will study carefully this aspect of administration. 

Commissioner Harrington on taking office did much to arrest the 
decline of morale in the Service by announcing that there were not 
ore reorganizations in prospect and by abolishing the quota system 
by which the efficiency of the field agents was measured by the number 

85105 O—56——14 
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of cases investigated and the deficiencies produced. But much remains 
to be done before the morale of the Service will be fully restored. 

In this connection, it is most important that Service personnel be 
paid salaries commensurate with the importance of their work and 
sufficient to attract and hold capable eee All of us who are inter- 
ested in the efficiency of our revenue system are concerned at the in- 
creasing number of experienced and able people who have left the 
Service for employment at higher compensation. We fear that this 
trend will continue unless the Service is able to offer salaries in keep- 
ing with the great importance of the work. 

I am sure this committee does not need to be reminded that the 
Service is about the only agency of Government where increased sala- 
ries usually result in a net dollar return to the Treasury several times 
as great asthe money spent. Salary adjustments and continued atten- 
tion to the improvement of Service morale seem essential if the settle- 
ment machinery, which is an indispensable element of our tax-collect- 
ing system, is to function properly. The alternative to its proper 
functioning might be the collapse of our self-assessment system. 

Because of the critical importance of these problems at this time, 
we welcome the establishment of the Subcommittee on Internal Rev- 
enue Taxation. We are anxious to cooperate in helping to improve 
the administration of our tax laws because as taxpayers we are inter- 
ested in maintaining their productiveness at the highest possible level 
and on the fairest possible basis. 

Thank you. 

Mr. Mitts. Mr. Richmond, does that complete your statement ? 

Mr. Ricumonp. It does. I assume there will be no objection to my 
handing these letters that we have received to the staff of the 
subcommittee. 

Mr. Mitts. We want you to do that. 

If there are any letters which you desire to include as a part of 
your statement, you may have permission to do that also, 

Mr. Ricumonp. I think, so far as the letters in this book are con- 
cerned, we prefer that they not be included as a part of the statement, 
since they represent the individual views of the writers. I will furnish 
one additional legislative proposal which should be included with 
those proposals in the booklet. 

Mr. Miuus. We would like to have that and, without objection, that 
will be included. 

Is there objection to the iaclusion of the specific recommendations 
of the tax section of the American Bar Association, which is before 
us here in the hearing itself, the explanation and the language sug- 
gested by the bar? 

There being no objection, it will also be included immediately fol- 
lowing your statement. 

(The information referred to follows:) 
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AMERICAN BAR ASSOCIATION 
SECTION OF TAXATION 


1956-1957 
OFFICERS 


1001 Connecticut Ave., Washington 6, D. C. 
Vice Chairman 
1000 Shoreham Bldg., Washington 5, D. C. 


Secreta 
50 Federal St., Boston 10, Mass. 


Assistant Secretary 
1200 - 18th St., N. W., Washington 6, D. C. 


Executive Secretary 
1025 Connecticut Ave., Washington 6, D. C. 


COUNCIL 


Ex-Officio The Officers, and Allan H. W. Higgins, 
Last Retiring Chairman 


For term ending 1957 — Erwin N. Griswold 
Harvard Law School, Cambridge 38, Mass. 
Morrison Shafroth 
730 Equitable Bldg., Denver, Colorado 
Richard H. Forster 
900 Wilshire Blvd., Los Angeles 17, Calif. 


For term ending 1958 — Norris Darrell 
48 Wall Street, New York 5, N. Y. 
William N. Haddad 
1385 South LaSalle, Chicago 3, Illinois 
William R. Spofford 
1035 Land Title Bldg., Philadelphia 10, Pa. 


For term ending 1959 — Marvin K. Collie 
Esperson Bidg., Houston 2, Texas 
Scott P. Crampton 
934 Bowen Bldg., Washington 5, D. C. 
Randolph W. Thrower 
1515 First National Bank Bldg., Atlanta 3, Ga. 


Section Delegate to House of Delegates Thomas N. Tarleau 
15 Broad Street, New York 5, N. Y. 
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FOREWORD 


The suggestions for changes in the 


Internal Revenue Code of 1954 have been 


adopted by the House of Delegates of the 


American Bar Association, after being 


carefully considered and recommended by 


the Section of Taxation. 
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Federal Income Taxes 


1. SERVICES RENDERED FOR A PERIOD OF THIRTY-SIX MONTHS OR MORE. 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to permit long-term compensation to be 
spread in the case of uncompleted employment; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending Sections 1301(a) (2) and 1301(a) (3) of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendments or their equivalent in purpose and 
effect upon the proper committees of Congress: 

(1) Sections 1301(a)(2) and 1301(a)(3) of the Internal Revenue Code are 
amended to read as follows (eliminate the matter struck through; insert new 
matter in italics) : 

“(2) the employment covers a period of 36 months or more (from the 
beginning to the completion of such employment or in the case of uncom- 
pleted employment, to the close of the taxable year); and” 

“(3) the gross compensation from the employment received or accrued in 
the taxable year of the individual or partnership is not less than 80% of the 
total compensation freme received or accrued since the beginning of such 
employment.” 

(2) Taxable Years to Which Applicable. These amendments shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 


In the case of employment extending over a period of 36 months or more, if the 
gross compensation received or accrued in the taxable year is not less than 80 per cent 
of the total compensation from the employment, existing law permits the compensation 
to be spread over that portion of the period of the employment which precedes the 
receipt or accrual of the compensation (§ 1301, I.R.C. 1954). 

In the case of completed employment, the compensation due is generally precisely 
determinable, and it would be a rare case in which the right to spread, once apparently 
available, would be destroyed by subsequent developments. The case of uncompleted 
employment is different, however, in that events occurring after the (apparent) 80 
per cent year may render uncertain, or wholly destroy, the right to the spread. 

Section 120 of H.R. 4825* proposed that in the case of uncompleted employment, 
qualification under the 80 per cent test be determined with reference to compensation 
received or accrued in the taxable year and prior years, and without reference to 
compensation received or accrued in subsequent years. Under the proposal, the right 
to spread is definitely established at the close of the taxable year. 


Operation of existing law, and the proposal, is illustrated by the following examples: 
Case A 


Compensation Ist year 20 
Compensation 5th year 80 
Compensation after 5th year i hs : Bc None 


Total compensation 


* 82nd Cong., Ist sess., “Revenue Revision Act of 1961", which embodied many suggestions for change 
sponsored by the American Bar Association. 
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Existing law permits the 5th year compensation to be spread, but the right to spread 
is not established until it is known that there will be no compensation after the 5th 
year. The proposal would not affect this result, but would establish the right to spread 
at the end of the 5th year. 


Case B 


Compensation 1st year Cree ae 3 10 
Compensation 5th year 80 
Compensation after 5th year . 10 


Total compensation ..... titedelinws Sade Cb 100 


Existing law permits the 5th year compensation to be spread, but the right to spread 
is not established until the exact amount of the compensation after the 5th year is 


known. The proposal would not affect this result, but would establish the right to 
spread at the end of the 5th year. 


Case C 


Compensation Ist year ........ aa 20 
Compensation 5th year ................ : 80 
Compensation after 5th year i) Bi a, 10 


Total compensation : 110 


Existing law permits no spreading in this case; the after 5th year compensation 
destroys the qualification under the 80 per cent test. The proposal would establish the 
right to spread at the end of the 5th year in this case. 


2. DEDUCTION OF CONTRIBUTIONS UNDER DISABILITY BENEFIT PLANS 


Resolved, That the American Bar Association recommends to the Congress that there 
be added to the Internal Revenue Code of 1954 a provision permitting the deductibility 
of contributions paid into private disability benefit plans; and 

Be It Further Resolved, That the Assocation proposes that this result be effected 
by amending Section 164 of the 1954 Code by adding thereto a new subsection; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment or its equivalent in purpose and effect 
upon the proper committees of Congress: 


(1) Section 164 is hereby amended by changing subsection (f) to subsection 
(g) and by inserting a new subsection (f), reading as follows: 


“(f) CONTRIBUTIONS UNDER DISABILITY BENEFIT PLANS.—If 
under the laws of any State, contributions are required to be made either 
under a private disability benefit plan or other like plan or into a State dis- 
ability benefit fund or other like fund, any amount paid or accrued under such 
private plan in accordance with the laws of such State shall be allowed as a 
deduetion to the extent that it does not exceed the amount which would be 
required to be paid into or accrued for such State fund in the absence of such 
private plan and which would be allowable as a deduction if paid into or 
accrued for such State fund.” 


(2) Taxable Years to Which Applicable. This amendment shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 
It appears that the laws of some states, in providing for disability benefit programs, 
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permit a choice between participation in a state plan or participation in a private plan. 
From the standpoint of the employer, it would appear that deductions for contributions 
to such a plan should be allowed as ordinary and necessary expenses of the trade or 
business, and that the allowance would not depend on whether the plan was a state 
plan or a private plan. On the other hand, from the standpoint of the contributing 
employee, a deduction would be available only if the contribution were paid as a tax. 
The contribution might constitute a tax under a state plan, but never under a private 
plan. 

The proposal made by § 133 of H.R. 4825 contemplated that employees contributing 


under a private plan would be allowed the same deductions as would be allowable if 
they contributed under the state plan. 


3. OFFSETTING GAINS aND LOSSES IN TRANSACTIONS BETWEEN 
RELATED PERSONS AND PRESERVATION OF BASIS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide for the offset of gains on sales 
between related taxpayers against losses on sales between such taxpayers; and 

Be It Further Resoived, That the Association proposes that this result be effected 
by amending subsections 267(a) and 267(d) of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendments or their equivalent in purpose and effect 
upon the proper committees of Congress (eliminate the matter struck through; insert 
new matter in italics): 


(1) Section 267(a) (1) is hereby amended by striking out the period at the end 
of paragraph (1) and inserting in lieu thereof a comma and by adding at the end 
thereof the following: 

“in excess of recognized gains from such sales or exchanges in the taxable 
year.” 

(2) Section 267(d) is hereby amended to read as follows: 

“(d) AMOUNT OF GAIN WHERE LOSS PREVIOUSLY DISALLOWED. 
pallens 
“(1) in the case of a sale or exchange of property to the taxpayer a 
loss any portion of any loss sustained by the transferor is not allowable 
to the transferor as a deduction by reason of subsection (a)(1) (or by 
reason of section 24(b) of the Internal Revenue Code of 1939); and 
“(2) after December 31, 1953, the taxpayer sells or otherwise disposes 
of such property (or of other property the basis of which in his hands is 
determined directly or indirectly by reference to such property) at a gain, 
“then such gain shall be recognized only to the extent that it exceeds se mueh 
ef suek less any such portion of any such loss as is not so allowed as is properly 
allocable to the property sold or otherwise disposed of by the taxpayer. This 
subsection applies with respect to taxable years ending after December 31, 
1953. This subsection shall not apply if the loss sustained by the transferor 
is not allowable to the transferor as a deduction by reason of section 1091 
(relating to wash sales) or by reason of section 118 of the Internal Revenue 
Code of 1939.” 


(3) Taxable Years to Which Applicable. These amendments shall be appli- 
cable to taxable years ending after the date of enactment thereof. 
Explanation 


Prior to the enactment of the 1954 Code the revenue laws prohibited the deduction 
of losses sustained upon sales or exchanges between certain related taxpayers but did 
not preserve the basis of the seller or permit the offsetting of similar gains (§ 24(b) 
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1.R.C. 1939). Resolution No. VIII adopted by the House of Delegates in 1951 proposed 
that these two defects be cured. Section 267(d) of the 1954 Code cured the first by 
providing for the preservation of the seller's basis. The second defect remains. 

It is proposed to permit the offsetting of such gains occurring in the taxable year 
whether the losses arise in transactions with the same or a different related taxpayer. 
The adoption of the offset principle requires a change in the preservation of the hasis 
provision so that the basis is preserved only in respect of that portion of the loss 
which is not allowed as a deduction. 


4. GAINS AND LOSSES ON PURCHASE MONEY OBLIGATIONS 


Resolved, That the American Bar Association recommends to the Congress that there 
be added to the Internal Revenue Code of 1954 a provision treating the proceeds of 
purchase money obligations received upon the sale of property in the same manner 
as the proceeds of the original sale; and 

Be It Further Resolved, That the Association proposes that this result be effected by 
amending Section 166 of the 1954 Code and by amending Part IV of Subchapter P of 
Chapter I by inserting at the end thereof a new section; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendments or their equivalent in purpose and 
effect upon the proper committees of Congress (insert new matter in italics) : 

(1) Section 166(g) is hereby amended by adding at the end thereof the fol- 
lowing new paragraph: 

“(4) For treatment of bad debts arising out of certain purchase money 
obligations, see section 1242.” 

(2) Part IV of Subchapter P of Chapter I is hereby amended by adding to 
the end thereof the following new section: 
“SEC. 1242. PURCHASE MONEY OBLIGATIONS. 

“For the purposes of this chapter gain or loss resulting to the original 
holder from the sale, exchange, satisfaction or other disposition, or worthless- 
ness, in whole or in part, of an obligation (other than an obligation described 
in section 1232), received by such holder from the obligor as consideration 
for the sale or exchange of a capital asset or of property used in the trade or 
business as defined in section 1231(b), shall be considered as resulting from 
the sale or exchange of the property in respect of which the obligation was 
received. The provisions of section 166 shall not apply to any such loss.” 

(3) Taxable Years to Which Applicable. These amendments shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 


Under existing law, the holder of purchase money obligations, which are paid or 
become worthless, is frequently denied the more favorable tax treatment which would 
be accorded to the proceeds of the property originally sold (see, e.g., Joseph E. Gilbert, 
6 T. C. 10 (1946), and A. B. Culbertson, 14 T. C. 1421 (1950)). This proposal would, 
in general, treat the proceeds of such obligations as though they were the proceeds of 
the original sale. 


e 


5. ELIMINATION OF LIMITATION ON DIVIDENDS RECEIVED DEDUCTION 
ALLOWED TO CORPORATIONS 


Resolved, That the American Bar Association recommends to the Congress that the 








208 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


Internal Revenue Code of 1954 relating to the limitation on the dividends received 
deduction allowed to corporations be eliminated; and 
Be It Further Resolved, That the Association proposes that this result be effected 
by amending Section 246(b) (1) and Section 172(d) (6) of the 1954 Code; and 
Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendments or their equivalent in purpose and effect 
upon the proper committees of Congress: 
(1) Section 246(b) (1) is amended to read as follows (eliminate the matter 
struck through; insert new matter in italics): 
“(1) GENERAL RULE.—Except as provided in paragraph (2), the aggre- 
gate amount of the deductions allowed by sections 248, 244, and 245 shall 
not exceed 85 percent of the taxable income computed without regard to the 
deductions allowed by sections 172, 243, 244, 245, and 247.” 
(2) Section 172(d) (6) is amended to read as follows: 


“(6) COMPUTATION OF DEDUCTION FOR DIVIDENDS RECEIVED, 
ETC.—The deductions allowed by sections 248 (weleting te dividende reecived 
by corporations}, 244 (relating to dividends received on certain preferred 
stock of public utilities) and 245 (relating to dividends received from certain 
foreign corporations) shall be computed without regard to section 246(b) 
(relating to limitation on aggregate amount of deductions); and the deduc- 
tion allowed by section 247 (relating to dividends paid on certain preferred 
stock of public utilities) shall be computed without regard to subsection (a) 
(1) (B) of such section. 

(3) Taxable Years to Which Applicable. These amendments shall be applicable 
to taxable years beginning after December 31, 1953 and ending after August 16, 
1954. 

Explanation 

The purpose of this amendment is to cure what appears to be an inequity in § 246 
of the 1954 Code. 

Section 246(b) (1) of the 1954 Code limits the amount of the dividends received 
deduction allowed by § 243(a) by providing that it may not exceed 85% of taxable 
income (computed without the dividends received deduction), but § 246(b) (2) states 
that this limitation shall not be applicable to any tax year in which the taxpayer has 
a net operating loss. The inequitable operation of § 246(b) is illustrated by the 
following example in which Case #1 is a situation where there is no limitation on the 
dividends received deduction, Case #2 is a situation where the limitation operates, 
and Case #3 a situation where the limitation is inapplicable because the taxpayer has 
a net operating loss: 


Case #1 Case #2 Case #3 
Amount of Dividends received ...... $1,000,000 $1,000,000 $1,000,000 
Current operating 1ONGOR: ff. bcs —0— 150,000 150,001 
Taxable income (computed without the 
dividends received deduction) .... 1,000,000 850,000 849,999 
Dividends received deduction ...... 850,000 722,500 850,000 
Tarnble see 66-65 shh 0.55 veeeur . 150,000 127,500 
Nat: epamnting: eee. 60:48. 250i 48 eat ote kde Wa eaeers 1 


This example illustrates that a corporate taxpayer which has taxable income (com- 
puted without the dividends received deduction) that equals or exceeds the amount of 
dividends received (Case #1), or which has a net operating loss (Case #3), obtains 
the full benefit of the dividends received deduction. On the other hand, the taxpayer 
in Case #2, which failed by $1.00 to have a net operating loss, is not entitled to the 
full benefit of the dividends received deduction. This is an obvious inequity. The 
Committee recommends that it be eliminated. It is not an adequate answer to say that 
the misfortune of Case #2 could have been avoided by careful tax planning. 
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6. DEDUCTION FOR EXPENSES OF ESTATE PLANNING 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to permit a deduction for expenses of 
estate planning; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending Section 212 of the 1954 Code; and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


(1) Section 212 is amended by eliminating the period in the heading of that 
section and by adding the words “AND LISPOSITION OF CERTAIN PROP- 
ERTY.”; by eliminating the “or” after Clause 2; by eliminating the period and 
substituting “; or” after Clause 3; and by inserting thereafter the following: 

“(4) in connection with planning, arranging for, or making, by will, 
revocable or irrevocable trust, or otherwise, a donative or testamentary 
disposition of property or any interest therein, including proceeds of insurance, 
by such individual, whether or not such disposition becomes effective.” 

(2) Taxable Years to Which Applicable. This amendment shall be applicable 
to taxable years ending after the date of enactment thereof. 


Explanation 


The question of recommending a statutory change to permit an individual to deduct 
estate planning expenses from his income for Federal income tax purposes has been 
considered before. 

After considering the various approaches to the problem, the Committee has concluded 
that a change should be recommended permitting the deduction of estate planning 
expenses. Such legislation should be broadly drafted to include all aspects of estate 
planning and all legitimate costs and expenses incurred in connection therewith. 

The purpose of any such recommendation, if made, should be the clarification of an 
area of the law which has caused very substantial controversy between the Treasury 
Department and taxpayers, and has produced arbitrary results. It is difficult for any 
taxpayer to understand why the Treasury Department will presumably allow a 
deduction of the expenses incurred in connection with the creation of a revocable trust 
of income producing property, while it will probably deny a deduction for such ex- 
penses incurred in connection with the creation of an irrevocable trust, or the drafting 
of a will. In an involved overall planning for an individual, an attempted allocation 
between deductible and non-deductible expenses becomes arbitrary and often farcical. 


Section 212 of the 1954 Code expanded § 23(a) (2) of the 1939 Code to permit an 
additional deduction by an individual for expenses incurred in the determination, 
collection or refund of any tax. Broadly construed, the new section might appear to be 
at least a partial solution to this problem. But, when the section is read in the light 
of the Committee Reports, it seems clear that such was not intended. In any event, a 
great deal of confusion and controversy will result unless there is clarification. 
§ 212(3), however, does represent a departure from the Treasury Department’s under- 
lying premise that the 1939 Code permitted deductions of non-business expenses only 
with respect to property which produced income for the taxpayer. The line drawn 
between permissible and non-permissible deductions under the 1939 Code was extremely 
hard to justify. The apparent line of demarcation in the 1954 Code is completely 
arbitrary. Proper planning for the management of property during life and its 
disposition after death are interrelated and nothing but confusion in the administration 
of the tax laws can result from attempts to draw such arbitrary distinctions under a 
provision as ambiguously worded as is Section 212. 

Since there has been an increasing tendency realistically to approach taxation from 
the standpoint of the burden that a family unit should bear, it appears proper to 
permit as an additional deduction to an individual all the expenses incurred in ar- 
ranging for the disposition of his property during his life and after his death. 

The Committee is aware that adoption of this proposal might lend some encourage- 
ment to the unauthorized practice of law, but is of the opinion that it would not be in 
the best interests of taxpayers or the bar to limit the deduction to attorneys’ fees 
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and expenses. If there is merit in the recommendation, it should apply to all legitimate 
expenses incurred by the taxpayer in connection with estate planning. The question 
of unauthorized practice of the law should not be injected into a taxing measure. 

It is to be noted that the words “estate planning” do not appear in the suggested 
provision set forth above. There has been a studied attempt to avoid use of these 
words because their meaning is imprecise. While it is recognized that detail in a 
provision of this nature is generally undesirable, it was deemed necessary, and appro- 
priate, to use some explanatory language in order to provide clarity in, and under- 
standing of, the proposed provision. 


7. BASIS OF JOINT TENANCIES IN COMMUNITY PROPERTY STATES 


Resolved, That the Americz.a Bar Association endorses the provisions of H.R. 7980 
(84th Cong., 2d Sess.) but recommends to the Congress an amendment thereto which 
would limit the bill to joint tenancies. 


Be It Further Resolved, That the Association proposes that this result be effected 
by (1) amending the bill so that it will read as follows (eliminate the matter struck 
through; insert new matter in italics): 


“(6) In the case of decedents dying after December 31, 1947, property which 
represents the surviving spouse ’s one-half share of community property held by the 
decedent and the surviving spouse under the community property laws of any 
state, territory or possession of the United States or any foreign country, and the 
surviving spouse’s one-half share of property acquired with such community prop- 
erty and held by the spouses as joint tenants, if at least one-half of the whole of 
the community interest of both spouses in such property was includible in de- 
termining the value of the decedent’s gross estate under Chapter 11 of Subtitle B 
(section 2001 and following, relating to estate tax) or section 811 of the Internal 
Revenue Code of 1939.” 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge upon the proper committees of the Congress the adoption of H.R. 
7980 as so amended or its equivalent in purpose and effect. 


Explanation 


Section 1014(b) (6)* of the 1954 Code presently provides, as to decedents dying 
after December 31, 1947, that a surviving spouse’s one-half share of community 
property shall be considered as acquired from the decedent spouse if at least one-half 
of the community interest in the property was included in the decedent’s taxable 
estate. The proposed amendment would extend the same treatment to the surviving 
spouse’s one-half share of any property acquired with community property and 
held as joint tenants or tenants in common. 

In the usual case where the husband is the source of jointly held marital property 
and is the first to die, there is a difference in the treatment of joint tenancies in com- 
munity property and non-community property states. The proposed amendment would 
eliminate this difference and cause joint tenancies to receive the same treatment 
throughout the country in this situation in addition to causing joint tenancies in 
community property states to receive the same treatment as community property. 

In so far as the bill relates to tenancies in common, the amendment, although 
achieving identity of treatment of tenancies in common with community property and 
joint tenancies in community property states, does not achieve the same identity with 
the treatment of tenancies in common in non-community property states. The Com- 
mittee voted not to give its endorsement to this feature of the proposal. 





* The bill erroneously refers to Section 1014(a)(6). 
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Corporate Stockholder Relationships 


1. TO PROVIDE NON-EXCLUSIVE RULES FOR THE TREATMENT OF COR- 
PORATE DEBT OBLIGATIONS HELD BY SHAREHOLDERS 


Resolved, That the American Bar Association recommends to the Congress 
that the Internal Revenue Code of 1954 be amended to provide non-exclusive rules 
for the treatment of corporate debt obligations held by shareholders. 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending section 317 of the 1954 Code by adding a new subsection (c); and 

Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


“(c) DEBT.—For all purposes of Subtitle A, indebtedness of a corporation shall 
be deemed to include (but shall not be limited to) any unconditional obligation 
of a corporation to pay on demand or on a specified date a sum certain in money 
incurred for an adequate consideration in money or money’s worth: 

(1) When the obligation is not subordinated by its terms to the claims of trade 
creditors generally; and 

(2) When, by the terms of the obligation, ultimate payment, if any, for use of 
the principal amount is not dependent upon the earnings of the corporation, and 
is unconditionally due not later than the maturity date of the principal amount; 
and 

(3) When the principal amount of obligations held in the aggregate by stock- 
holders does not exceed by more than ten to one the fair value of the stock held in 
the aggregate by stockholders immediately after the obligations are issued; or 

(4) In the event that an obligation fails to meet one or more of the other 
requirements of this subsection, the taxpayer claiming it to be indebtedness estab- 
lishes by a preponderance of the evidence that such failure was due to the business 
requirements of the corporation.” 


Explanation 


The purpose of the amendment is to provide, through the addition to the 1954 
Code of certain non-exclusive rules, an area of certainty as to the income tax treat- 
ment of debt obligations of a corporation held by such corporation’s shareholders. 
For many years the courts have considered questions whether the interest held by 
a corporate shareholder, as evidenced by a particular security, should be regarded 
as a creditor’s claim or an equity interest in the corporation. 


For the most part the decided cases have reached the result that what purports 
to be debt is in substance an equity interest on the grounds that the provisions of 
the security more nearly resemble a shareholder’s interest than a creditor’s claim. 
Thus where the obligation to pay is not unconditional; where there is no fixed 
maturity date; where inadequate consideration is given for the obligation; where 
the obligation is subordinated to the claims of creditors generally; where payment 
for the use of the principal is not unconditionally due at or before maturity; or 
where the amount of payment for the use of the principal is dependent on earnings, 
the courts in numerous cases have held that the interest created was an equity in- 
terest for tax purposes. In most cases, facts showing such obligations to be held pro 
rata by shareholders, or that a high ratio of debt to equity capital existed have been 
relied on as additional evidence of intent to create an equity interest because the 
obligation failed to conform with the normal characteristics of true debt in other 
respeets. However, in 1950 in the Tax Court cases of Dobkin and Sogg, instruments 
conforming in all respects with true debt obligations were treated as stock where the 
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debt-equity ratios were 35 to 1 and 50 to 1, respectively. Jsidor Dobkin, 15 T.C. 
31, aff'd. 192 F.2d 392 (2d Cir. 1951); George L. Sogg, 1950 P-H T. C. Mem. Serv. 
Par. 50,250; 9 T.C. M. 927, aff'd. 194 F.2d 540 (6th Cir. 1952). 


As the courts have reached their results on such a variety of rationalizations the 
conviction of many practitioners has grown stronger that some area of certainty 
should be established by legislation within which corporations might be organized 
and financed with assurance that what investors desire to be treated as debt will 
be so treated 


In so doing it is believed by those favoring the amendment that Congressional 
policy will be implemented rather than defeated. Corporate earnings constitute an 
important source of tax revenues to the Government, and Congressional policy since 
enactment of the income tax laws has been to put as few obstacles in the path of 
incorporating business enterprises as possible. One of the principal deterrents to 
incorporating a business has been that money invested in a corporation for its stock 
cannot be recovered to meet personal financial necessities without incurring a tax 
at ordinary rates whenever the corporation has earnings available for dividends. It 
is believed that since Congress has long sanctioned an investor’s election to make 
part of his investment in stock and part in debt obligations, a statutory provision 
prescribing the conditions under which such an election may be made, would be a 
valuable implementation of Congressional policy. In this connection it should be 
understood that no corporate earnings escape tax which they would otherwise bear. 
The effect tax-wise is simply to provide a mechanism whereby the investor in a 
corporate enterprise may recover a substantial part of his basis or “stake” before 
he is called upon to pay personal taxes on the income from his investment. When 
and as he reduces such income to his possession the tax will be collected. 


What the suggested amendment does is to establish a non-exclusive set of condi- 
tions, which if observed in the issuance of corporate debt obligations, guarantees 
the investor that the obligations will be treated as debt for all purposes under the 
income tax laws. The conditions proposed are those which generally characterize 
true debt as distinguished from the mixed debt-equity interests which have occupied 
so much attention of the courts. 


It is specifically stated that corporate debt obligations are not to be limited to 
those which conform with the prescribed conditions and further provides that even 
the failure to meet some of the prescribed conditions will not disqualify the obliga- 
tion if such failure is due to business requirements of the corporation. For example 
to obtain outside financial assistance a lender may require the stockholders also to 
loan some money to the corporation on a subordinated basis. Establishment of such 
a requirement would permit the shareholder’s debt to qualify even though it failed to 
meet the condition that such obligations be not subordinated to the claims of trade 
creditors generally. 

The most controversial provision of the suggested amendment is that which op- 
erates to remove from the protection of the subsection, debt obligations held by 
shareholders in excess of a debt-equity ratio of 10 to 1. Many members of this Com- 
mittee take the view that there should be no ratio limitation at all. This view, which 
accords with the ALI approach to the matter, is based upon the fact that since the 
shareholder should be allowed to elect to recover his stake in the corporation and 
since the courts have approved ratios in excess of 10 to 1 where the terms of the 
obligations reflected true debt, the objectives of the stockholders are over 90% 
achieved and it is pointless to make an issue of the remaining 10% (or less) segments. 


The contrary view is to the effect that it would be unwise to prevent by legislation, 
the courts treating debt as stock in cases of such grotesque ratios as 100 to 1 or 
1000 to 1. Opinion was so divided on this subject that the Chairman of the Commit- 
tee decided to include a 10 to 1 test and let the Section express itself by a vote as 
to whether a ratio test should be included or excluded. 

In prescribing a ratio test the comparison is made between the principal of the 
obligations held by shareholders and the fair value of their stock rather than the 
basis of such stock. Fair value was used because in cases where assets appreciated 
in value have been exchanged for stock in a tax-free incorporation the basis of the 
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assets and hence the stock might be so low as compared with fair value as to exceed 
the 10 to 1 ratio at the outset. The principal purpose of the amendment would be 
defeated in such cases. Since any obligation to qualify under the amendment must be 
based upon adequate consideration, abuse through inflation of values is prevented. 
Further, since the basis of the obligations received in such tax-free incorporations 
would be the same as the basis of the assets exchanged for them, a tax would result 
on repayment or sale of the obligation. The tax is not escaped. 


Partnerships 


1. GROSS INCOME OF A PARTNER 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in deter- 
mining the gross income of a taxpayer from a partnership of which he is a member, 
there shall be taken into account only the excess of his distributive share of the gross 
income of the partnership over any guaranteed payments from the partnership that 
are included in his gross income. 


Be it Further Resolved, That the Association propose that the result be achieved by 
amending section 702(c) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be it Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 702(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics) : 


“(c) GROSS INCOME OF A PARTNER.—In any case where it is necessary to 
determine the gross income of a partner for purposes of this title, such amount 
shall include the excess of his distributive share of the gross income of the 
partnership over any payments from the partnership that are included in the 
partner’s gross income under sections 707(c) and 61(a).” 


Explanation 


Section 702(c) provides that in any case where it is necessary to determine gross 
income of a partner, such amount shall include his distributive share of the gross 
income of the partnership. Section 707(c) provides that guaranteed payments of 
salary or interest to a partner shall be considered as made to one not a partner for 
certain limited purposes including determination of the partner’s gross income under 
section 61(a). Since guaranteed payments to a partner do not reduce the partnership 
gross income and consequently do not reduce the partner’s distributive share of such 
income there will be a double inclusion in the partner’s gross income because of the 
overlap of guaranteed payments and his distributive share of gross income from the 
partnership. The proposed change in section 702(c) will prevent this unintended result. 
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2. CLOSE OF THE TAXABLE YEAR OF A PARTNERSHIP WITH RESPECT 

TO A DECEASED PARTNER. 

Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the executor 
or administrator of the estate of a deceased partner to elect whether the deceased 
partner’s share of partnership income to date of death shall be included in the 
decedent’s final return or whether the partnership year shall continue with respect to 
the deceased partner. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 706(c) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 706(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(c) CLOSING OF PARTNERSHIP YEAR.— 


(1) GENERAL RULE.—Except in the case of a termination of a partnership 
and except as provided in paragraphs (2) and (3) of this subsection, the taxable 
year of a partnership shall not close as the result of the death of a partner, 
the entry of a new partner, the liquidation of a partner’s interest in the partner- 
ship, or the sale or exchange of a partner’s interest in the partnership. 


(2) DEATH OF A PARTNER.—Except as hereinafter provided in this para- 
graph, the taxable year of the partnership shall close with respect to a deceased 
partner as of the date of death of such partner. The successor in interest of the 
deceased partner may file an election, in accordance with regulations prescribed 
by the Secretay or his delegate, not to close the taxable year of the partnership 
with respect to the deceased partner as of the date of his death, in which event 


the taxable year of the partnership shall close with respect to such deceased 
partner— 


(A) at the close of the partnership taxable year if the interest of the de- 
ceased partner is not sold, exchanged or liquidated prior to that date, or 


(B) at whichever is the later of— 


(i) the date of sale, exchange or liquidation of -the interest of the de- 
ceased partner, or 


(ii) the day following the death of such partner. 


(8 (3) PARTNER WHO RETIRES OR SELLS INTEREST IN PART- 
NERSHIP.— 


(A) DISPOSITION OF ENTIRE INTEREST.—The taxable year of a 


partnership shall close (except as provided in paragraph (2) in the case of a 
deceased partner )— 


(i) with respect to a partner who sells or exchanges his entire interest 
in a partnership, and 


(ii) with respect to a partner whose entire interest is liquidated, exeop+ 
es tet Lhecienehitee Geeta amb pe peptone MEER Hekate bee A btetitieed eter eee 
Ce rnin potenti ee ee eR ST Re PH bE Leet ee 

Such partner’s distributive share of items described in section 702(a) for 
such year shall be determined, under regulations prescribed by the Secretary 
or his delegate, for the period ending with such sale, exchange, or liquidation. 


(B) DISPOSITION OF LESS THAN ENTIRE INTEREST.—The taxable 
year of a partnership shall not close (other than at the end of a partner- 
ship’s taxable year as determined under subsection (b)(1)) with respect to a 
partner who sells or exchanges less than his entire interest in the partner- 
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ship or with respect to a partner whese interest is reduced, but such partner’s 
distributive share of items described in section 702(a) shall be determined 


by taking into account his varying interests in the partnership during the 
taxable year.” 


Explanation 


Section 706(c) provides as a general rule that the taxable year of the partners... 
shall not close as the result of death of a partner, the entry of a new partner, 
the liquidation of a partner’s interest, or the sale or exchange of a partner’s interest. 
The purpose of section 706(c) is to avoid a bunching cf income in the year of a part- 
ner’s death or in the event of certain other changes in the membership of the firm. 


The statutory provision goes further than is required. In the absence of a bunching 
of income in the final return of the deceased partner, it may be desirable to close the 
taxable year of the partnership with respect to that partner and to permit his share 
of partnership income to be reported in his final return. The deceased partner may 
have deductions and exemptions which could be offset against his share of partnership 
income if included in his final return and which may be lost if the partnership year 
does not end with respect to the deceased partner as of the date of his death. 

The regulations (§ 1.706-1(c) (3) (iv)) attempt to remedy this situation in part by 
providing that if there is an agreement for sale or exchange of a deceased partner’s 
entire interest as of the date of his death, the taxable year of the partnership closes 
as of that date. The regulations do not fully cure the situation and it appears that 
legislation is required. 

Under the proposed amendment to the statute, the general rule would be that the 
partnership year closes with respect to a deceased partner as of the date of his death. 
This probably is the result that would be expected by the average taxpayer and it is 
for that reason that it is stated as the general rule. However, the executor or other 
successor in interest of the deceased partner may file an election to continue the tax- 
able year of the partnership with respect to the deceased partner. Further, if the 
interest of the deceased partner is sold or liquidated as of the date of his death, 
pursuant to a binding agreement, the taxable year of the partnership closes with 
respect to the deceased partner at whichever is the later of— 


(1) the date of sale, exchange or liquidation of the interest of the deceased part- 
ner, or 


(2) the day following the death of such partner. 


The general rule in section 706(c)(2)(A) of the present law is that the partner- 
ship taxable year closes with respect to a partner who sells or exchanges his entire 
interest or whose interest is liquidated. This could result in a bunching of income 
in the final return of a deceased partner if the partnership agreement provides for 
the sale or liquidation of his interest pursuant to a binding contract, as of the date 
of his death. There is no policy reason for closing of the partnership taxable year 
so as to require reporting of the deceased partner’s share of his income in his final 
return. Under the proposed amendment, if the successor in interest of the deceased 
partner so elects, the taxable year of the partnership will close with respect to a 


deceased partner on the day following his death, notwithstanding the sale or liquida- 
tion of his interest as of the date of his death. 


3. TERMINATION OF A PARTNERSHIP UPON SALE OF AN INTEREST OF 
50 PERCENT OR MORE 


Resclved, That the American Bar Association recommend to the Congress that the 


provisions of the Internal Revenue Code of 1954 be amended to provide that a part- 
nership is terminated by a sale or exchange of an interest of 50 percent or more in 


85105 O—56 
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partnership profits only if such interest is sold to others than partners. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 708(b) (1) (B) of the Internal Revenue Code of 1954, effective 
for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 708(b) (1) (B) of the Internal Revenue Code of 1954 be amended to 
read as follows (eliminate matter struck through; insert new matter in italics): 


“(B) within a 12-month period these i¢ @ sale or exehange there are sales or 
exchanges, to persons other than partners who have been members of the part- 
nership for a period of at least 12 months prior to such sales or exchanges, of 
60 pereent or more totaling 50 percent or more of the total interest in partner- 
ship capital and profits.” 


Explanation 


Section 708(b) (1) (B) of the present statute provides that a partnership shall be 
considered as terminated if, within a 12-month period, there is a sale or exchange 
of 50 percent or more of the total interest in partnership capital and profits. There 
is no sound policy reason for terminating the partnership where the interest is sold 
to other members of the partnership, and such a result creates an artificial distinction 
between a sale of an interest to such partners and a retirement of a partnership 
interest by distributions from the partnership in liquidation of that interest (§ 1.708-1 
(b) (1) (ii) of the regulations). Accordingly, it is proposed that paragraph (B) of 
section 708(b) (1) be amended to restrict its application to a sale, or to cumulative 
sales over a period of 12 months, to others than partners. To prevent misuse of this 


section, the partners to whom the interest is sold must have been partners for at 
least 12 months. 


This amendment would facilitate clarification of a doubtful point of interpretation 
under present law. The regulations (§ 1.708-1(b) (1) (ii)) state that the contribution 
of capital to a partnership does not constitute a sale cr exchange of a partnership 
interest for the purpose of applying section 708(b). This is a correlative of the 
provision in the regulations that the liquidation of a partnership interest is not a 
sale or exchange for the purposes of section 708(b). Under the existing law both 
provisions are justified as affording relief from the harsh statutory rule that the 
sale of a partnership interest to other members of the firm could cause a termination 
of the partnership. The proposed amendment eliminates the necessity for providing 
this relief. Under the proposed new statutory rule, it would appear completely ap- 
propriate for the Congressional committee reports to indicate that the Congress 
intended a liquidation of a partner’s interest or a contribution of capital by a new 
partner to be considered a sale or exchange for the purposes of section 708(b). 


The present law is confusing in that it speaks of “a sale or exchange” occurring 
“within a 12-month period”. Obviously a cumulative concept was intended so that 
if all sales or exchanges within the 12 months resulted in a total sale or exchange 
of 50 percent or more of the interest in capital and profits, the partnership would 
be terminated. Changes in the language of the present statute are proposed in order 
to clarify this concept. 


4. TERMINATION OF A PARTNERSHIP UPON DEATH OR RETIREMENT OF 
ONE MEMBER OF A TWO-MAN PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit a partnership 
composed of two persons to continue subsequent to the death or retirement of one 
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partner, provided that during such period payments that qualify under section 736 
are made to the retiring partner or to the successor in interest of the deceased partner. 


Be It Further Resolved, That the A&Ssociation propose that the result be achieved 
by amending section 708(b) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 708(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(b) TERMINATION.— 


(1) GENERAL RULE.—Fer puspeses ef subsection tee, Except as provided 
in paragraph (2), a partnership shall be considered as terminated only if— 


(A) no part of any business, financial operation, or venture of the part- 
nership continues to be carried on by any of its partners in a partnership, or 


(B) [see Recommendation III for language of present statute and the 
proposed amendment]. 


(2) SPECIAL RULES.— 

(A) TWO-MEMBER PARTNERSHIP.—If a retiring or deceased partner 
is a member of a partnership composed of two partners, the business, finan- 
cial operation or venture of the partnership shall be considered to be carried 
on in @ partnership, for the purposes of subparagraph (1)(A), following his 
death or retirement, for such period of time as payments that qualify under 
section 736 are made to the retiring partner or to the successor in interest of 
the deceased partner. 

+43 (B) MERGER OR CONSOLIDATION.—In the case of the merger 
or consolidation of two or more partnerships; the resulting partnership shall, 
for purposes of this section, be considered the continuation of any merging 
or consolidating partnership whose members own an interest of more than 
50 percent in the capital and profits of the resulting partnership. 


3 (C) DIVISION OF A PARTNERSHIP.—In the case of a division 
of a partnership into two or more partnerships, the resulting partnerships 
(other than any resulting naitnership the members of which had an interest 
of 50 percent or less in the capital and profits of the prior partnership) 
shall, for purposes of this section, be considered a continuation of the prior 
partnership.” 

Explanation 


Section 708(b) (1) (A) provides that a partnership shall be considered as ter- 
minated if no part of any business, financial operation or venture is carried on by 
any of its partners “in a partnership”. This creates a difficult problem in the case 
of a two-man partnership where one partner retires or dies with the result that the 
business is thereafter conducted by the survivor in a proprietorship form. The regula- 
tions attempt to solve the problem by providing (§ 1.736-1 (a) (6)) that if payments are 
made to a retiring or deceased partner which qualify under section 736, the part- 
nership is considered as continuing so long as such payments are made. Because the 
regulations may exceed the statutory authority, the proposed change would incorporate 
the rule in the statute. 


5. CHARACTER OF GAIN OR LOSS ON DISPOSITION OF DISTRIBUTED 
PROPERTY 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that if a 
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taxpayer who has received a distribution of property from the partnership gives or 
otherwise transfers such property in a transaction where the basis of the transferee is 
determined in whole or in part by reference to the basis of the distributee partner, 
the transferee shall likewise be subject to the provisions of section 735. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 735(a) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 


That section 735(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics): 


ety ERE REECE AREER eet oe lene on tee deposition de 
detebites pestaor ef wHreatded seeciebles tas defined +n sootien Fab 
Lethe He ly eee batt dhe eetrnitbeetiened tree ne tee fein BRE cH 
(nae anh seaport pie teeta pene, 

(1) UNREALIZED RECEIVABLES.—If unrealized receivables (as defined 
in section 751(c)), which previously were distributed by a@ partnership are sold 
or exchanged by the distributee partner, or by a person whose basis for such 
unrealized receivables is determined in whole or in part by reference to the basis 
in the hands of the distributee partner, the gain or loss on such disposition shall be 
considered gain or loss from the sale or exchange of property other than a capital 
asset. 


(3 PAH FORY +FEMG.—Gaein er less on the sale om cxchange by o 
disteibutce pastner of iInventony items (ae defined in seotion 76444) 42)} dicteibuied 
Oe enh eth HE ote oe eee tte fe eee fee the dete af the 
De ety dee ett tebeniteed ptt ee lee freee the cide He ttre Gd pee 
wohteeet Staten tr ihe ae. 


(2) INVENTORY ITEMS.—If inventory items (as defined in section 
751(d)(2)), which previously were distributed by a partnership, are sold or 
exchanged, within 5 years from the date of the distribution, by the distributee 
partner, or by a person whose basis for such inventory items is determined in 
whole or in part by reference to the basis in the hands of the distributee partner, 


the gain or loss on such disposition shall be considered gain or loss on the sale 
of property other than a capital asset.” 


Explanation 


Section 735 provides in effect that if a partnership distributes unrealized receivables 
or inventory items to a partner, the gain or loss realized by that distributee partner 
upon a subsequent sale or exchange of such unrealized receivables or inventory items 
will be ordinary income. The section by its express language applies only to the gain 
or loss on the disposition of property “by a distributee partner”. Thus, if the statute 
is literally applied, a distributee partner could make a gift of the unrealized receivables 
or inventory items received by him as a distribution from a partnership, and the 
donee would escape application of the provisions of section 735. It is proposed that 
section 735(a) be amended to apply also to a sale or exchange of such unrealized 
receivables or inventory items by a taxpayer who acquired them from the distributee 
and whose basis for such property is determined by reference to the distributee’s basis. 


6. PAYMENTS TO A RETIRING PARTNER OR TO A DECEASED PARTNER'S 
SUCCESSOR IN INTEREST 


Resolved, That the American Bar Association recommend to the Congress that the 
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provisions of the Internal Revenue Code of 1954 be amended to provide that payments 
to a retiring partner or to the successor in interest of a deceased partner will qualify 
under section 736(a) only if either such payments are made in money and in more than 
one taxable year of the partnership, or the parties agree that such payments are 
to constitute section 736(a) payments. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 736(a) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent, in the proper committees of Congress: 


That section 736(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(a) PAYMENTS CONSIDERED AS DISTRIBUTIVE SHARE OR GUAR- 
ANTEED PAYMENT.— 


(1) GENERAL RULE.—Payments made in liquidation of the interest of 
a retiring partner or a deceased partner shall, except as provided in sub- 
section (b) and subject to the limitations of paragraph (2), be considered— 


(4 (A) as a distributive share to the recipient of partnership income 
if the amount thereof is determined with regard to the income of the 
partnership, or 

4 (B) as a guaranteed payment described in section 707(c) if the 
amount thereof is determined without regard to the income of the 
partnership. 


(2) LIMITATION.—This subsection shall apply only if either— 


(A) the payments are made in money and consist of more than one 
payment made in more than one partnership taxable year, or 


(B) the agreement with respect to such payments provides that they 
are to constitute either a distributive share of partnership income or a 
guaranteed payment described in section 707(c).” 


Explanation 


The proposed regulations (§ 1.736-a(2)) provided that payments qualifying under 
section 736(a) must be made in money and that such payments must be made in more 
than one taxable year of the partnership. The final regulations contain no such 
requirement, presumably because of the lack of statutory authority. The Committee 
considers that the statute should contain requirements, similar to those in the proposed 
regulations, in order to prevent unexpected and undesirable tax consequences. 


For example, the A-B-C partnership agreement provides for payment of $50,000 
for the interest of a deceased partner in the partnership. Payment is to be made 
in cash within 90 days after death. Liability for the payment is funded with life 
insurance. The partnership agreement makes no reference to a payment for a deceased 
partner’s interest in good will. Partner C dies and the continuing partnership of A 
and B makes the $50,000 payment to C’s executor in full retirement of C’s interest 
in the partnership. If it is later determined that the fair market value of C’s interest 
in partnership property (exclusive of good will) was $30,000, C’s estate would have 
ordinary income of $20,000, representing a payment under section 736(a). The taxable 
income of A and B would be reduced by $20,000, a fact that might influence their 
ideas with respect to the valuation of C’s interest in the partnership property. 


If there is a lump sum payment for the interest of a retiring partner or deceased 
partner, or if the interest is retired by a distribution of property other than money, 
it is probably the usual intention of the parties that the transaction be considered a 
capital transaction rather than an income distribution. Accordingly, it is proposed 
to amend section 736(a) by adding a new paragraph (2) dealing with limitations on 
the treatment of a payment as a distribution of income or a guaranteed payment. 
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Under the first limitation, the payment must be made in money and payments must 
be made in more than one taxable year of the partnership. 


However, if the parties clearly intend a lump sum payment or 4 distribution of 
property other than money to be a distribution of income, and assuming it otherwise 
qualifies, there is no apparent policy reason why such payment or distribution should 
not be treated as a section 736(a) payment. Accordingly, in paragraph (2) there is 
an alternative limitation that would recognize « lump sum payment or a distribution 
of property as a section 736(a) payment if the parties so agree, and if the payment 
or distribution otherwise falls within section 736(a). Regulations to be prescribed 
by the Secretary or his delegate will specify what evidence is required of the existence 
of such an agreement. 


7. INCOME WITH RESPECT TO A DECEASED PARTNER 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that no 
adjustment may be made under section 743(b) to the basis of unrealized receivables 
of the partnership as the result of death of a partner; that section 753 be broadened in 
its definition of income in respect of a decedent in the case of a deceased member of 
a partnership; and that section 1014(c) be amended with respect to basis of a deceased 
partner’s interest in a partnership which has unrealized receivables. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending sections 743(b), 753 and 1014(c) of the Internal Revenue Code of 1954, 
effective for taxable years ending after the date of enactment; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendments, or their equivalent, in the proper committees of Congress: 


That Section 743(b) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(b) ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY.— 


(1) GENERAL RULE.—In the case of a transfer of an interest in a partner- 
ship by sale or exchange or upon the death of a partner, a partnership with 
respect to which the election provided in section 754 is in effect shall— 


44} (A) increase the adjusted basis of the partnership property by the 
excess of the basis to the transferee partner of his interest in the partnership 
over his proportionate share of the’ adjusted basis of the partnership 
property, or 


42) (B) decrease the adjusted basis of the partnership property by the 
excess of the transferee partner’s proportionate share of the adjusted basis 
of the partnership property over the basis of his interest in the partnership. 


Under regulations prescribed by the Secretary or his delegate, such increase or 
decrease shall constitute an adjustment to the basis of partnership property with 
respect to the transferee partner only. A partner’s proportionate share of the 
adjusted basis of partnership property shall be determined in accordance with his 
interest in partnership capital and, in the case of an agreement described in section 
704(c) (2) (relating to effect of partnership agreement on contributed property), 
such share shall be determined by taking such agreement into account. In the case 
of an adjustment under this subsection to the basis of partnership property 
subject to depletion, any depletion allowable shall be determined separately for 
the transferee partner with respect to his interest in such property. 


(2) EXCEPTION.—No adjustment to basis shall be made with respect to 
unrealized receivables, as defined in section 751(c), in the case of a transfer of 
a partnership interest upon death of a partner.” 
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That section 753 of the Internal Revenue Code of 1954 be amended to read as follows 
(eliminate the matter struck through; insert new matter. in italics): 


“SEC. 753. PARTNER RECEIVING INCOME IN RESPECT OF DECEDENT. 

Phe ames mehnible +: the peehe HEHE Hf GHEE HG to 
eaten petit tenth nrtieheeeh ARTA Tet ert tt be tet ct 
ne teebetebented nedeebat tetrente bebech 


In the case of a deceased partner, the following amounts shall be considered 
income in respect of a decedent under section 691: 


(1) the amount includible in the gross income of a successor in interest 
of such deceased partner under section 736(a); and 


(2) the interest of the deceased partner, as of the date of his death, in 
unrealized receivables (as defined in section 751 (c)), to the extent not 
already included in subparagraph (1).” 


That section 1014(c) of the Internal Revenue Code of 1954 be amended to read as 
follows (insert new matter in italics): 


“(C) PROPERTY REPRESENTING INCOME IN RESPECT OF A DECE- 
DENT.—tThis section shall not apply to property which constitutes a right to re- 
ceive an item of income in respect of a decedent under section 691. Jn the case of a 
deceased partner, the basis of his partnerchip interest shall be the amount de- 
termined under subsection (a) reduced by the value, at the applicable valuation 
date, of the amount, if any, which, under the provisions of section 758, is considered 
income in respect of such deceased partner.” 


Explanation 


It is very possible that the present statutory provisions could be interpreted so 
that a successor in interest of a deceased partner is entitled to an adjustment to 
basis of unrealized receivables of the partnership under section 743(b), assuming a 
proper election is made under section 754. There is nothing in section 743(b) that 
specifically denies the right to adjust basis of unrealized receivables in the case of a 
transmission of a partnership interest upon death of a partner. The fact that section 
753 is restricted to payments qualifying under section 736(a) tends to indicate the 
absence of any limitation on the adjustment to basis of unrealized receivables of a 
partnership. 


Assume that the A-B-C partnership has unrealized receivables of $30,000 at the 
time of A’s death. If the partnership makes payments to A’s successor in interest for 
his interest in the partnership, section 736(b) (2) (A) requires that the payments 
for A's $10,000 interest in unrealized receivables shali be treated as payments under 
section 736(a). Section 753 defines such payments as “income in respect of a decedent”. 
The payments in retirement of A’s interest in the unrealized receivables are ordinary 
income te A’s successor in interest and reduce the partnership income taxable to B 
and C. If, however, the partnership should file an election under section 754 to 
adjust basis of partnership property, pursuant to section 743(b), to reflect the trans- 
mission of the partnership interest to A’s heirs, then A’s successor in interest could 
claim that under section 743 (b) there should be a $10,000 adjustment to basis of 
unrealized receivables. This adjustment would be confined in its effect to A’s suc- 
cessor in interest. Thus, by continuing the partnership and filing the election under 
section 754, A’s successor in interest completely avoids the realization of taxable 
income with respect to A’s interest in unrealized receivables as of the date of his 
death. B and C would be willing to go along because they are taxed on $20,000 of 
ordinary income either way. 


If the adjustment to basis under section 743(b) can be made to unrealized receiv- 
ables of the partnership, A’s successor in interest could also avoid the realization of 
income with respect to A’s share of unrealized receivables through a sale or exchange 
of A’s partnership interest. Section 751(a) would still be applicable, but there would 
be no taxable gain attributable to the sale of A’s interest in the unrealized receivables. 


To close these loopholes in the statute, section 743(b) should be amended to provide 
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specifically that no adjustment may be made to the basis of unrealized receivables upon 
the death of a partner. Section 753 should be broadened so that such unrealized re- 
ceivables fall within the definition of income in respect of a decedent. Section 1014(c) 
should be amended to make it abundantly clear that the amount which is considered 
income in respect of a decedent under sections 753 and 691 is not included in the 
basis of the partnership interest of a deceased partner. 


8. SALE OR EXCHANGE OF AN INTEREST IN A PARTNERSHIP 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that in the 
case of a sale or exchange of a partnership interest, the gain or loss of the transferor 
partner attributable to unrealized receivables and to substantially appreciated inven- 
tory shall be determined as chough the partnership had sold the unrealized receiv- 
ables or appreciated inventory and the transferor partner shall be taxed on his 


distributive share of the gain attributable to the unrealized receivables or appreciated 
inventory. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 751(a) of the Internal Revenue Code of 1954, effective for taxable 
years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent, in the proper committees of Congress: 


That section 751(a) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(a) SALE OR EXCHANGE OF INTEREST IN PARTNERSHIP.—Phe 
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(1) Upon a sale or exchange of all or a part of a partner's interest in the 
partnership, the gain or loss attributable to the sale or exchange of all or a 
part of his interest in the partnership's section 751 property, as defined in 
paragraph (4), shall be considered as @m ameunt gain or loss realized from the 
sale or exchange of property other than a capital asset. 


(2) The amount of gain or loss attributable to the sale of all or a part 
of a partner's interest in the partnership's section 751 property shall be the 
difference between the transferor partner's distributive shares 


(A) immediately before the sale or exchange of all or a part of his 
partnership interest, and 


(B) immediately after such sale or exchange, 


in the profit or loss the partnership would have realized had it sold the 
section 751 property for its fair market value on the date of the sale or 
exchange of the partnership interest. 


(3) If the interest in the partnership that is sold or exchanged was ac- 
quired by the transferor, in whole or in part, within 2 years prior to such 
sale or exchange and if the election under section 754 was not in effect with 
respect to such vrior transfer, the transferor partner may elect, in accord- 
ance with regulations issued by the Secretary or his delegate, to determine, 
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pursuant to paragraph (2), his gain or loss attributable to the sale of his 
interest in partnership property as if the adjustment to basis of partnership 
property provided in section 743(b) were in effect with respect to such 
prior transfer. 


(4) For the purposes of this section the term “section 751 property” means 
unrealized receivables of the partnership, as defined in section 751(c), and 
inventory items of the partnership which have appreciated substantially in 
value, as defined in section 751(d).” 


Explanation 


Section 751(a) provides in effect that an allocation shall be made of a portion of 
the sales price of a partnership interest to unrealized receivables or substantially appre- 
ciated inventory. The regulations (§ 1.751-1(a) (2)) require that basis of the interest 
sold in the section 751 property shall be determined as though such property had been 
distributed to the transferor partner immediately prior to the sale or exchange of his 
interest in a pro rata distribution. This formula for determining gain or loss on sale 
of a partnership interest allocable to unrealized receivables or appreciated inventory 
items is extremely complicated in practical application. 


It is recommended that section 751(a) be amended in several particulars. In 
order to facilitate the legislative language, it is proposed that there be a definition of 
the term “section 751 property”. The regulations at § 1.751-1(a)(1) adopt this ap- 
proach and define section 751 property as including unrealized receivables and sub- 
stantially appreciated inventory items. This de‘nition is found in section 751(a) (4), 
as proposed to be amended. 


It is also proposed that section 751(a) be amended to provide that the gain or loss 
of the selling partner attributable to the sale or exchange of his interest in section 
751 property shall be determined as though the partnership had sold such section 751 
property at market value. It is cortemplated that the actual sales price of the 
partnership interest will be used in determining the sales price at market value. 
This would prevent the use of a theoretical market value of the section 751 property 
that does not take into account the valuation used by the parties in fixing the sales 
price of the partnership interest. The proposed statutory amendment is designed to 
also cover the situation where a partner sells less than his entire interest in the 
partnership. 

Section 751(a) does not provide for the sale or exchange of an interest in a 
partnership having section 751 property where the transferor partner acquired his 
interest by a transfer within 2 year prior to the date of such sale or exchange but the 
election under section 754 is not in effect. The regulations at § 1.751-1(2) attempt 
to cover this situation by providing that the transferor partner’s basis of the section 
751 property “shall be an amount equal to the basis such property would have had 
under section 732 (including subsection (d) thereof) if the selling partner had 
received his share of such property in a current distribution made immediately before 
the sale.” By bringing into account the section 732(d) adjustment, the regulations 
do achieve the effect of the adjustment to basis of partnership property under section 
743(b) that would have been made had the election under section 754 been in effect. 
Paragraph (3) of section 751(a), as proposed to be amended, incorporates a provision 
that corresponds to the relief afforded by section 732(d). 


9. DEFINITION OF SUBSTANTIALLY APPRECIATED INVENTORY 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to provide that inven- 
tory items will be considered to have appreciated substantially in value only if (1) 
such appreciation is more than 20 percent of the appreciation in value of all partner- 
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ship properties that have appreciated in value, and (2) the fair market value of the 
inventory exceeds 120 percent of the total net worth of the partnership determined by 
using fair market values for partnership properties. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d)(1) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d) (1) of the Internal Revenue Code of 1954 be amended to read as 
follows (eliminate matter struck through; insert new matter in italics) : 


“(1) SUBSTANTIAL APPRECIATION.—Inventory items of the partnership 
shall be considered to have appreciated substantially in value if 4heie fairy market 
ner ett 
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(A) the excess of the fair market value over the adjusted basis to the 
partnership of inventory items of the partnership exceeds 20 percent of the 
difference between the total fair market value and the total adjusted basis 
to the partnership of all partnership properties whose fair market value 
exceeds their adjusted basis to the partnership, and 


(B) the fair market value of inventory items of the partnership exceeds 
20 percent of the difference between 


(i) the fair market value of all partnership property and 
(ii) the total liabilities of the partnership.” 


Explanation 


Substantially appreciated inventory items are defined in the present statute as 
inventory items the value of which exceeds 120 percent of the partnership’s adjusted 
basis of such property and 10 percent of the fair market value of all partnership 
property other than money. It is possible to avoid the 120 percent test by planned 
action, such as causing the partnership to purchase additional inventory having a 
market value no greater than cost. It is also possible to avoid the 10 percent test by 
causing the partnership to use its cash to purchase securities, or to borrow money to 
purchase securities, or to otherwise “juggle” assets and liabilities. 

To make the test of substantial appreciation more meaningful and less vulnerable 
to planned tax avoidance, it is proposed that substantially appreciated inventory be de- 
termined by a comparison between the appreciation in value of the partnership’s 
inventory and the total appreciation in value of all of the partnership’s property, 
whose fair market value exceeds adjusted basis. Thus, assume a partnership had 
inventory with a fair market value of $35,000 and an adjusted basis to the partner- 
ship of $20,000. The excess of fair market value over basis is $15,000. The partner- 
ship also has properties X and Y with basis and fair market values as follows: 


Adjusted Fair Market 
Basis Value 
Property X $ 50,000 $140,000 
Property Y 80,000 30,000 
Total $130,000 $170,000 


For the two items the total excess of fair market value over adjusted basis is $40,000. 
However, the excess of fair market value over adjusted basis with respect to Property 
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X is $90,000. Under the proposed amendment, Property X would be considered in 
the measure of whether the inventory was substantially appreciated. Property Y 
would be omitted from consideration. The computation would be as follows: 


Excess of Market 
Market Adjusted Value Over 
Value Basis Adjusted Basis 
Inventory $35,000 $20,000 $15,000 
Property X 140,000 50,000 , 
Property Y 30,000 80,000 _ 
Total $105,000 


Ratio to total of excess of market value 14% 


The excess of market value over adjusted basis of inventory is less than 20 percent 
of the total appreciation (i.e., excess of market value over adjusted basis of partner- 
ship property) of those partnership properties that reflect an appreciation in value. 
Consequently, the inventory, in this example, is not substantially appreciated in value. 

In addition to the inventory being substantially appreciated under the foregoing 
test, it also must have a market value that exceeds 120 percent of the excess of the 
market value of all partnership property over the partnership liabilities. This is to 
avoid the problems of fragmentation where the appreciation in value of partnership 
property is insignificant in comparison with the total net worth, at market value, of 
the partnership. The measure is made the excess of market value of partnership 
property over partnership liabilities, rather than merely the market value of 
partnership property as in * .e present law, so as to eliminate obvious opportunities 
of increasing the partnersh’ s property through borrowings. 


10. DEFINITION OF INVENTORY ITEMS. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to redefine inventory 
items for the purposes of section 751. 


Be lt Further Resolved, That the Association propose that the result be achieved 
by amending section 751(d)(2) of the Internal Revenue Code of 1954, effective for 
taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendment, or its equivalent, in the proper committees of Congress: 


That section 751(d) (2) of the Internal Revenue Code of 1954 be amended to read 
as follows (eliminate matter struck through; insert new matter in italics) : 


(2) INVENTORY ITEMS.—For purpose of this subchapter the term “inven- 
tory items” means— 


(A) property of the partnership of the kind described in sections 1221(1), 
1221(3) and 1221(5), and 


(B) any other property of the partnership whieh, on sale or exchange by 
RAN BRR teat tte, WAR St Repetto ee tt ch ce 
and other than property desenibed in coction $2334, and with respect to which 
the amount realized on a sale or exchange by the partnership would be con- 
sidered as an amount realized from the sale or exchange of property other 
than a capital asset, provided that the following properties shall be excluded 
from the definition of inventory items: 


(i) accounts or notes receivable acquired in the ordinary course of 
trade or business for services rendered or fram the sale of property 
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described in section 1221(1), 
(ii) property described in section 1231, and 


(iii) property held for a period of 6 months or less which is used by 
the partnership in its trade or business, of a character which is subject 
to the allowance of depreciation provided in section 167, or real property 
used in the partnership's trade or business. 


(C) any other property held by the partnership which, if held by the 
selling or distributee partner, would be considered property of the type 
described in subparagraph (A) or (B). In determining what constitutes 
inventory items for the purpose of applying scetion 751(b), this subparagraph 
shall apply only with respect to property owned by the partnership after the 
distribution is made and with respect to which property the distributeec 
partner has relinquished or reduced his interest in exchange for property 
distributed to him.” 


Explanation 


Section 751(d)(2)(B) of the present statute includes in the definition of inventory 
items any other property which on sale or exchange by the partnership “would be 
considered property other than a capital asset and other than property described in 
section 1231”. This definition probably is considerably broader than the Congress real- 
ized. Among the items which are not capital assets and not property described in section 
1231 (and consequently would be inventory items) are— 


(1) Real property or depreciable property used in the trade or business but which 
has been held for a period of six months or less (section 1221(2)), and 


(2) Accounts or notes receivable acquired in the ordinary course of trade or 
business for services rendered or from the sale of inventory (section 1221(4) ). 
This would include accounts receivable of an accrual basis partnership even 
though the amount realized on sale of goods or for services rendered has 
been included in the partnership’s taxable income. 


The inclusion of these items in inventory gives a distorted result which may work to 
the detriment of either the Treasury Department or the taxpayer. It is proposed to 
amend section 751(d) (2) (B) so as to specifically exclude from classification as inven- 
tory items accounts or notes receivable acquired in the ordinary course of trade or 
business, section 1231 property and real property, or depreciable property used in the 
trade or business of the partnership but which has been held for a period of 6 
months or less. 


It will be noted that the proposed statutory language refers to property “with 
respect to which the amount realized on a sale or exchange by the partnership would 
be considered as an amount realized from the sale or exchange of property other than 
a capital asset.” This language was designed with the thought of preventing the 
contribution to a partnership of section 306 stock or of stock in a collapsible corpora- 
tion (section 341). Under the present statute, it might be possible to argue that 
such stock is not inventory as defined in section 751(d) (2) (B). It is believed that the 
suggested language is broad enough to include section 306 stock or stock of a 
collapsible corporation in the definition of inventory. 


Under section 751(d)(2)(C) of the present law, inventory items also include 
property which may not be held as inventory or for sale in the ordinary course of the 
partnership business but which would be so held if owned by the selling partner or 
the distributee partner. Presumably this provision is intended to prevent dealers in 
real estate avoiding ordinary income consequences by participating in partnerships 
which hold real property for investment purposes. 

However, in the case of a distribution of partnership property to which section 
751(b) applies, section 751(d)(2)(C) may have unexpected and unfair consequences 
to some partners. For example, the A-B-C partnership holds real property which is 
a capital asset of the partnership. The partnership has no property other than the 
real estate and cash. If the real estate is distributed to A, who is not a dealer in real 
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estate, it would not be an inventory item of the partnership and consequently section 
751(b) would not be applicable. However, if the real estate is distributed to C, who 
is a dealer in real estate, it would be an inventory item under section 751(d) (2) (C), 
of the present statute. If the real estate had substantially appreciated in value, 
A and B would realize ordinary income under section 751(b), to the extent of their 
shares of the appreciation, as a result of the distribution of the property to C. 


The proposed change in the statute would result in classifying property as inven- 
tory, by reference to its status if held by the distributee partner, only as to property 
owned by the partnership after the distribution. If property is distributed, the 
distributee partner, in effect, has reduced his interest and hence sold or exchanged his 
interest in the property remaining in the partnership. He realizes ordinary gain or 
loss if such property, in which he has relinquished or reduced his interest, would be 
inventory if held by him. On the other hand, if the property in question were dis- 
tributed to such partner, so that the remaining partners are in effect selling or 
exchanging their interests in such property, the continuing partners only realize 
capital gain or loss since it is a capital asset to them. 


ll. LIMITATION ON PARTNER’S DISTRIBUTIVE SHARE OF LOSSES. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 limiting the allowance of the share 
of a partner’s losses in excess of the adjusted basis of such partner’s partnership 
interest be amended to permit the allowance of such share of such losses where the 
partner is unconditionally obligated to the partnership therefor. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954, effective for taxable years ending after the date of enactment; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the fol- 
lowing amendments, or their equivalent, in the proper committees of Congress; 


That subsections (a) and (b) of section 752 of the Internal Revenue Code of 
1954 be amended to read as follows (insert new matters in italics) : 


“(a) INCREASE IN PARTNER’S LIABILITIES.—Any increase in a partner’s share of 
the liabilities of a partnership, or any increase in a partner’s individual liabilities 
by reason of the assumption by such partner of partnership liabilities, or any in- 
crease in @ partner’s liability to the partnership, shall be considered as a con- 
tribution of money by such partner to the partnership. 


(b) DECREASE IN PARTNER’S LIABILITIES.—Any decrease in a partner’s share of 
the liabilities of a partnership, or any decrease in a partner’s individual liabilities 
by reason of the assumption by the partnership of such individual liabilities, 
or any decrease in a partner’s liability to the partnership, shall be considered as 
a distribution of money to the partner by the partnership.” 


Explanation 


Under the present provisions of section 704(d), the excess of a partner’s share of 
losses over the adjusted basis of his partnership interest is deductible only in the year 
in which such excess is repaid to the partnership. In determining his adjusted basis, 
any increase in his share of liabilities to third parties is taken into account so the 
partner may deduct his share of a partnership loss to the extent he becomes liable to 
partnership creditors. However; no logical distinction can be drawn between a liability 
of a partner to the partnership and a share of liabilities of the partnership to third 
parties. 

The proposed change would permit a partner to deduct in the year of the loss his 
full share of partnership losses although in excess of the basis of his partnership 
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interest if he is obligated to repay his share of such losses. As a matter of drafting 
convenience, the liability to repay his share of losses is referred to as a liability to the 
partnership. However, it is intended that the same result will obtain where the 
liability to repay is to the other partners or to some of them, rather than directly 
to the partnership. The interests of the revenue are amply protected against the subse- 
quent forgiveness of a partner’s obligations to the partnership by other provisions of 
the Code which tax the amount of such forgiveness as income. 


The proposed change will not permit losses to be allowed to a partner in excess of 
the basis of his partnership interest where he is obligated to repay such losses on a 
conditional basis only (e.g., out of future profits) since, in these circumstances, the 
amount of the partner’s loss, if any, has not been finally fixed. 


Upon its passage by the House of Representatives, H. R. 8300 (subsequently enacted, 
with amendments as the Internal Revenue Code of 1954) contained a provision which 
would have accomplished the result here recommended. This provision was, however, 
stricken from the bill by the Senate Finance Committee without explanation. 


12. EXCLUSION OF CERTAIN UNINCORPORATED ORGANIZATIONS FROM 
PARTNERSHIP PROVISIONS. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to permit the Secretary 
or his delegate to exclude from treatment as partnerships certain unincorporated 
organizations, other than those organizations that elect to be treated as partnerships, 
without any requirement that all of the members must elect such treatment. 


Bel t Further Resolved, That the Association propose that the result be achieved by 
amending section 761 of the Internal Revenue Code of 1954, as of the effective date 
of Subchapter K thereof, and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendments, or their equivalent, in the proper committees of Congress: 


That section 761 of the Internal Revenue Code of 1954 be amended to read as follows 
(eliminate the matter struck through; insert new matter in italics) : 


“(a) PARTNERSHIP.— 


(1) General Rule. For purposes of this subtitle, the term ‘partnership’ in- 
cludes a syndicate, group, pool, joint venture, or other unincorporated 
organization through or by means of which any business, financial oper- 
ation, or venture is carried on, and which is not, within the meaning 
of this title, a corporation or a trust or estate. 


Organizations Excluded by Regulations. Unless an unincorporated organi- 
zation described in this paragraph elects to be taxed as a partnership, 
under regulations the Secretary or his delegate may at the election of ait 
the members of an unineorporated organization, exclude such an unin- 
corporated organization described in paragraph (1) of this subsection 
from the application of all or part of this subchapter, if it is availed of— 


44 (A) for investment purposes only and not for the active conduct 
of a business, or 


¢2> (B) for the joint production, extraction, or use of property, but not 


for the purpose of selling services or property produced or 
extracted, 


if the income of the members of the organization may be adequately de- 
termined without the computation of partnership taxable income. 
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Explanation 


The present statute contains provisions for exclusion from the concept of partner- 
ship, for income tax purposes, of an unincorporated organization, but only if all of the 
members elect to be excluded. Experience indicates impracticability of an election by 
all of the members. The legislative recommendation eliminates the requirement that 
all of the members elect to be excluded. At the same time the recommendation pre- 
serves the privilege whereby such an organization (as distinguished from the members) 
may be taxed as a partnership. 


Federal Estate and Gift Taxes 


1.TO ALLOW A DEDUCTION FROM THE DECEDENT’S ESTATE FOR 
AMOUNTS PAYABLE UNDER A DIVORCE SETTLEMENT 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to remove from the gross estate transfers 
between husband and wi’: made as a part of a divorce settlement and to allow a 
deduction for claims against the decedent’s estate for amounts payable under such an 
agreement in the same manner that such divorce settlements are treated for gift 
tax purposes; and 


Be It Further Resolved, That the Association proposes that this result be effected 
by amending Sections 2043 and 2053 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 2043 is amended— 


(1) by adding the following at the end of subsection (b): 
“except as provided in subsection (c) of this section” 


(2) by adding the following new subsection (c) : 
“(c) Certain Property Settlements—Where husband and wife enter into a 
written agreement relative to their marital and property rights and divorce 
occurs within 2 years thereafter (whether or not such agreement is approved 
by the divorce decree), any transfers of property or interests in property made 
pursuant to such agreement— 


(1) to either spouse in settlement of his or her marital or property 
rights, or 
(2) to provide a reasonable allowance for the support of issue of the 
marriage during minority for the period prior to the death of the 
decedent 
shall be deemed to be transfers made for a full and adequate consideration 
in money or money’s worth.” 


Section 2053 is amended— 


(1) by adding the following new subdivision (c) (1) (B): 
“A claim against the estate founded upon an agreement described in § 2043(c) 
shall, to the extent that it is a claim for property or interest in property— 
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(1) in settlement of marital or property rights of a spouse, or 


(2) to provide a reasonable allowance for the support of issue of the 
marriage during minority for the period prior to the death of the 
decedent, be deemed to have been contracted bona fide and for an 
adequate consideration in money or money’s worth.” 


(2) by changing the present subdivision (c)(1)(B) to (c)(1)(C). 


(3) by adding the following sentence at the end of subsection (d): 
“For exception in connection with certain property settlements incident to 
divorce, see Section 20438(c).” 


Explanation 


Substantially the same recommendation was made at the 1955 annual meeting and the 
following comment was made in connection with it: 


“Section 2516 of the internal Revenue Code quite properly exempts from gift 
tax transfers arising out of divorce settlements. The section contains the necessary 
provisions to prevent any abuses. There is no corresponding section in the Estate 
Tax Law. In Commissioner v. Maresi, 156 F.2d 929 (2d Cir., 1946), claims against 
a decedent’s estate arising out of a divorce settlement were allowed as an estate 
tax deduction only if incorporated in the divorce decree. There appears to be no valid 
distinction between the treatment for the gift tax and that of the estate tax. With 
the pfoper safeguards, all divorce settlements should be excluded from both the 
gift and estate tax on the same basis, with one exception—that liabilities arising 
from the decedent’s obligation to support persons other than the spouse of the 
decedent should be excluded only to the extent that such liabilities represent sup- 
port payments for the period prior to the decedent’s death. Suppose that the 
marital settlement provides for annual transfers to the children. To the extent 
that the father is under an obligation to support, these would not be considered 
gifts. However, the obligation to support ceases at death. Under these circum- 
stances it is not sound that transfers after death be relieved from the estate tax. 
It is believed that these transfers to minors and other dependents should be placed 
on a different footing from transfers to the spouse. 


“In the proposed amendment to § 2043, the same language is used in § 2516 of 
the gift tax, except for the addition of language to take care of claims against the 
estate for amounts due under the property settlement agreement and the provision 
relating to obligations to support persons other than the spouse. The amendment 
to § 2053 is merely one of cross reference.” 


At the 1955 annual meeting, it was pointed out that the proposed amendment was 
somewhat inconsistent with the explanation in that deduction for allowances for the 
support of minor children under the divorce agreement extended to support after the 
death of the decedent when the obligation to support had ceased. This defect has been 
corrected in the draft presently submitted. 


Also at the 1955 meeting it was suggested that consideration should be given to the 
effect of an interlocutory decree of divorce. The Committee considers that an interlocu- 
tory decree of divorce has no significance with respect to this problem. It has been 
held that if under state law the wife retains her status as a wife until the divorce 
decree becomes final and her husband dies prior to that date, she and the decedent are 
accorded all of the rights of a married couple, including the right to a marital deduction 
(M. S. Eccles, 19 T.C. 1049, affirmed on other issues, 208 F.2d 796 (4th Cir., 1953). 
Therefore, any amounts passing to the wife by reason of the death of the husband 
would be entitled to the marital deduction and there is no occasion for any other type of 
deduction to be allowed. 


The purpose of this recommendation is to accord to these divorce situations the same 
treatment under the estate tax as is accorded to them under the gift tax. Consequently, 
the estate tax provision should follow as closely as possible the gift tax provision on 
this subject. The proposed amendment does just that. 
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2. PROHIBITING THE ADJUSTMENT OF TAXABLE GIFTS MADE IN PRIOR 
YEARS FOR THE PURPOSE OF CHANGING THE GIFT TAX BRACKET 
APPLICABLE TO CURRENT GIFTS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to prohibit, under certain conditions, the 
Commissioner of Internal Revenue and the taxpayer from changing the amount of 
taxable or net gifts made in a prior year for the purpose of changing the gift tax 
brackets applicable to current gifts; and, 


Be It Further Resolved, That the Association proposes that this resul. be effected 
by amending § 2504(c) of the 1954 Code; and, 


Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, upon 
the proper committees of Congress: 

Section 1. Section 2504(c) (relating to valuation of certain gifts for preceding 
calendar years) is hereby amended to read as follows (eliminate the matter struck 
through; insert new matter in italics) : 


“(c) VArbUAFION AMOUNT OF CERTAIN TAXABLE GIFTS FOR PRE- 
CEDING CALENDAR YEARS.—If the time has expired within which a tax 
may be assessed under this chapter or under corresponding provisions of prior 
laws, on the transfer of property by gift made during a preceding calendar 
year, as defined in section 2502(c), and if a tax under this chapter or under 
corresponding provisions of prior laws has been assessed or paid for such 
preceding calendar year, the value of such gift made in such preceding calendar 
year and the amount excluded, if any, with respect to such gift shall, for the 
purposes of computing the tax under this chapter for the calendar year +066 
1957 and subsequent calendar years, be the value of such gift and the amount 
excluded therefrom, if any, which was used in computing the tax for the last 
preceding calendar year, for which a tax under this chapter or under corre- 
sponding provisions of prior laws was assessed or paid.” 


Section 2. The amendment made by section 1 shall be applicable with respect to 
all gifts made subsequent to the calendar year in which the amendment is adopted. 


Explanation 
Section 2504(c) of the 1954 Code provided that the value of a gift made in a prior 
year cannot be readjusted in computing the gift tax on later gifts if the prior year’s 
return is barred and a gift tax was actually paid thereon. This recommendation would 
extend such protection, not only to valuation changes, but also to the allowance or dis- 
allowance of the $3,000 annual gift tax exclusion. 


3.* INCREASE OF BASIS OF RESTRICTED STOCK OPTION NOT EXERCISED 
PRIOR TO DEATH. 


Resolved, That the American Bar Association recommends to the Congress that the 
provisions of the Internal Revenue Code of 1954 relating to income taxes be amended 
to extend the provisions which grant a new income tax basis for assets included in 
a decedent’s taxable estate at his death to a restricted stock option not exercised prior 
to death; and 

Be It Further Resolved, That the Association proposes that this result be effected 
by amending sections 1014(d) and 421(d)(6)(B) of the Internal Revenue Code of 
1954; and 


* Passed by House of Delegates at Annual Meeting, Philadelphia, 1955. 
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Be It Further Resolved, That the Section of Taxation be directed to urge the follow. 
ing amendment, or its equivalent upon the proper committees of Congress: 


1. Section 1014(d) of the Internal Revenue Code of 1954 is amended to read as 
follows: 


“(d) EMPLOYEE STOCK OPTIONS—This section shall apply to restricted 
stock options described in section 421 which the employee has not exercised prior 
to death, but such application shall not decrease the amount which may be taxable 
as compensation under section 421(b) on the disposition of the stock acquired, 
nor shall the last sentence of section 421(b) apply to such options.” 


2. The first sentence of section 421(d) (6) (B) of the Internal Revenue Code of 1954 
is amended to read as follows: 


“(B) DEDUCTION FOR ESTATE TAX.—If an amount is required to be 
included under subsection (b) in gross income of the estate of the deceased 
employee or of a person described in subparagraph (A), there shall be allowed 
to the estate or such person a deduction with respect to the estate tax attributable 
to the inclusion in the taxable estate of the deceased employee of such amount.” 


3. The foregoing amendments shall be effective as if enacted at the time of the 
enactment of the Internal Revenue Code of 1954. 


Explanation 


Section 421(d)(6) of the 1954 Code now sets forth specific rules governing the 
exercise by an estate or beneficiary of a deceased employee of a restricted stock option. 
However, subsection (d) of the section 1014 (the basis provision of the new Code) 
provides that there is no new or stepped-up basis with respect to such option on death 
of the optionee. In the opinion of your committee this provision results in an un- 
warranted, and apparently unintended, discrimination against options not exercised 
until after death. g 


The following examples will illustrate the problem: 


1. Employee A is granted an option to buy stock worth $100 per share for $85— 
(a) Assume A later exercises the option and dies owning the stock which is then 
worth $200, and that A’s estate sells the stock for $200. Under section 421(b), $15 
of ordinary income is included in A’s final return as compensation; the stock is included 
in A’s taxable estate for estate tax purposes at $200; and since the income tax basis 
to the estate under section 1014 becomes $200, the estate realizes no gain upon the sale. 


(b) The result is quite different, however, if A dies before exercising the option. 
In such case, if the estate exercises the option and sells the stock, the estate, upon 
sale, realizes ordinary income in the nature of compensation of $15 under sections 
421(b) and 421(d)(6)(A), and also realizes a capital gain of $100 ($200 less the 
basis of the stock, which is only the $85 option price paid plus the $15 taxed as com- 
pensation). Although the value of the option ($115) is subject to estate tax as a 
part of A’s taxable estate, section 1014(d) provides that this fact does not result in 
a stepped-up basis. In lieu of such stepped-up basis, section 421(d)(6)(B) allows 
the estate an income tax deduction for the amount of estate tax attributable to the 
net value of the option ($115). 


The Congressional committee reports show that Congress intended to provide this 
deduction in lieu of the new basis. (See Ways & Means Committee Report, House 
Rep. No. 1337, 83d Cong., 2d Sess., pp. 78-79, and Finance Committee Report, Sen. 
Rep. No. 1622, 83d Cong., 2d Sess., p. 107). These reports further show that Congress 
intended in all cases of property acquired from a decedent to allow either a new basis 
or an income tax deduction for the estate tax paid. Nevertheless, in spite of this 
clear intention, such result was not achieved in the case of the more common type 
option which satisfies the 95% rule, as is demonstrated in Example 2. 


2. Employee B is granted an option to buy stock worth $100 per share for $95— 
(a) Assume B exercises the option, and when he dies the stock is worth $200, at 
which price it is sold by his estate. B realizes no ordinary income in this case because 
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Congress has said that a 5% or smaller spread between the stock’s value and option 
price is not compensatory; the estate is subject to estate tax on $200; and by virtue 
of section 1014 the basis of the stock becomes $200, so no gain is realized by the estate 
on the sale. 


(b) Compare the result when B does not exercise the option during his lifetime, 
and the estate exercises the option and sells for $200. Estate tax is imposed on $105 
(the option’s value), but since section 1014(d) prevents a new basis, the estate has 
a capital gain tax on $105. Further, it gets no income tax deduction for the estate 
tax paid because section 421(d) (6) permits such deduction only when ordinary income 
is realized—that is, when the option does not meet the 95% test. Such an incon- 
gruous result not only discriminates against the most common (and otherwise tax- 
favored) type of option, but fails to correlate with the avowed intention of Congress 
to provide either a new basis or an income tax deduction. Your committee amendment 
would correct this anomolous situation— 


(1) by giving the option a new basis on death, equivalent to the full estate 
tax value of the option (in the foregoing examples, either $115 or $105); 


(2) by insuring that such increase im basis shall not decrease the amount which 
will be taxable as ordinary income ($15) on disposition of stock acquired under an 
option meeting the 85-90% test; and 

(3) by preventing a double increase in basis which might otherwise result from 
the application of both section 1014 and the last sentence of section 421(b). 

The income tax deduction would be continued under section 421(d)(6)(B) only 
to the extent of the estate tax on the amount of the option value which is treated as 
compensation (i.e. the spread on the 85-95% options). 


Thus, for options meeting the 95% test (the type most frequently granted), a new 
basis is provided to fill the gap in the present statute which allows neither a new 
basis nor an income tax deduction. On the other hand, for options meeting the 85-95% 
test, the income tax deduction is continued only with respect to the portion of the value 
of the option which is deemed to be compensation, and the “new basis” form of approach 
is substituted as to the balance of the option’s value. The “income tax deduction” 
treatment presently provided seems appropriate only in cases of ordinary income in 
respect to a decedent, such as accrued salary or dividends, and here as to the portion 
of stock option which the law says shall be treated as compensation. 

Since this amendment is designed to conform the statute to the intention of Congress 
as set forth in the committee reports, and to relieve a serious inequity, it is recom- 
mended that it be made retroactive to the effective date of sections 421 and 1014 under 
the 1954 Code. It is believed that any revenue loss will be insignificant and that 
retroactive application is consistent with the policy of the Section of Taxation. 


Administrative Practice 


1. ANNUAL REPORT OF WAGES FOR SOCIAL SECURITY PURPOSES. 


Resolved, That the American Bar Association endorse those provisions of H.R. 7770 
(84th Cong. 1st Sess.) as introduced in the House of Representatives which permit 
the computation of social security benefits upon an annual basis so that employers 
may be relieved of the duty to file quarterly reports of employee wages, and which 
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permit verification of withholding taxes by the Department of Health, Education and 
Welfare. 


Be It Further Resolved, That the Section of Taxation be directed to urge upon the 
committees of Congress the adoption of those provisions of H.R. 7770, or their 
equivalent in purpose and effect. 


Explanation 


The bill would make no change in the Internal Revenue Code, but would make 
changes in the social security system to permit computation of benefits upon the 
basis of annual wages. These changes will consequently permit the elimination of 
employer’s quarterly payroll reports, thus relieving about 4,000,000 employer’s from 
the paper work necessary to list, four times a year, the name, social security account . 
number, and quarterly wages, of about 50,000,000 employees. This proposal was endorsed 
by the Hoover Commission in its report entitled “Paperwork Management”. 


Another provision of H.R. 7770 authorizes the Secretary of the Treasury and the 
Secretary of the Department of Health, Education and Welfare to enter into an 
agreement for verification by the latter Department of information relating to social 
security and income taxes withheld on wages. The purpose of the agreement would 
be to utilize the existing mechanical and electronic equipment of the Department of 
Health, Education and Welfare for mathematical verification of annual tax information 
shown on Form W-2. The employees of that Department will be subject to the same 
penalties for divulging information on tax returns required by law to be kept secret 
as are provided for employees of the Treasury Department. While it would be 
desirable for the Treasury Department eventually to obtain adequate equipment of Its 
own for verification of information furnished on Form W-2 and other information 
returns, this does not appear to be a sufficient reason to oppose this proposal. 


2. CORRELATION OF INTEREST STATUTES. 


Resolved, That the American Bar Association recommends to Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to correlate the 
computation of interest on deficiencies and overpayments in situations where a 


deficiency is satisfied in whole or in part by the application of a credit arising out 
of the overpayment of another tax; and 


Be It Further Resolved, That the Association proposes that the result be effected 


by amending sections 6601(f) and 6611(b)(1) and by eliminating section 6611 (c) 
of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
be directed to urge the following amendments, or their equivalent in purpose and effect, 
upon the proper committees of Congress. 


Section 1: Subsection 6601(f) of the Internal Revenue Code of 1954 is amended 
by adding at the end thereof a new paragraph (5) as follows: 

“In the case of a credit, no interest shall be imposed under this section upon 
such portion of the tax as is satisfied by credit for any period during which, if the 
credit had not been made, interest would be allowable on the amount of the overpay- 
ment which is applied as a credit. Interest assessed or collected in excess of the 
amount provided herein, whether pursuant to judgment or order or otherwise, shal! 
be abated, refunded or credited.” 

Section 2: Paragraph (1) of subsection 6611(b) is amended to read as follows: 
“(1) CREDITS.—In the case of a credit, from the date of the overpayment to 
the due date of the amount against which the credit is taken.” 
Section 3: Subsection 6611(c) is hereby repealed. 


Section 4: The provisions of this act shall apply to credits made after the date of 
its enactment. 
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Explanation 


There is need for legislation to correlate Sections 6601 and 6611, dealing with the 
computation of interest on deficiencies and overpayments where a deficiency is satis- 
fied in whole or in part by the application of a credit arising out of the overpayment 
of tax in another year. 


In the common situation where several years are audited at the same time, it often 
happens that there is a deficiency in one year and an overpayment in another year, 
covered by the same agreed report. Upon execution of the statutory waiver, a defi- 
ciency is assessed but the collection is usually withheld pending final review (and also 
submission to the Joint Committee where the proposed refund or credit is in excess 
of $100,000). There is in effect a mutual setoff or balancing of accounts, and a rule 
of mutuality would be both logical and equitable for computing interest to be charged 
on the deficiency and interest to be allowed on the overpayment (to the extent that 
it is applied as a credit). 

For many years, the Commissioner took the position that, since the accounts were 
in effect netted or balanced, interest on the overpayment should terminate on the date 
to which interest was charged on the deficiency. However, the courts have consistently 
ruled that the pertinent statute allowed interest on the overpayment so credited to the 
assessment date of the deficiency, indicating that legislative relief was necessary to 
support the Commissioner’s theory of mutuality or correlation. See Pan American 
World Airways, Inc. v. United States, 119 F.Supp. 144, and similar decisions. 


Instead of resorting to legislation, the Commissioner issued Revenue Ruling 55-485, 
in which he accepted the conclusion of the courts but proceeded to establish a new 
policy of reviving interest on the deficiency “from the date of notice and demand to the 
date of allowance of the credit, which is the date on which the schedule of over- 
assessment is signed.” This means that the Commissioner will now allow interest on the 
overpayment so credited to the assessment date of the deficiency, but he will charge the 
taxpayer with interest on the deficiency from the date of the statutory notice and 
demand (which usually follows immediately after the assessment of the deficiency). 

It seems obvious that legislation is needed to establish a rule of “mutual indebted- 
ness” by specifying, as a cut-off date for interest purposes, the due date of the deficiency 
or the date of the overpayment, as the case may be. To this end, Section 6601 should 
be amended to preclude interest on the deficiency for any period during which interest 
would otherwise be running on the overpayment which is applied as a credit, and 
Section 6611 should be amended to allow no interest on the overpayment after the due 
date of the deficiency against which the credit is taken. It would be immaterial whether 
the deficiency arose before or after the effective date of the overpayment; if before, the 
deficiency would bear interest under the usual statutory scheme until it was theoretically 
satisfied by an overpayment, and if the deficiency arose after the overpayment, then it 
would bear no interest but the overpayment would bear interest in such a situation 
under the usual statutory scheme until the due date of the subsequent deficiency, at 
which time the mutuality of indebtedness would arise to balance the accounts. The 
proposed amendment of Section 6601 is so worded as to protect the Government in 
the situation where the overpayment which is applied as the credit does not bear 
interest because of some special statutory provision. 

Some question will arise as to the effective date of such legislation. It is felt that 
no attempt should be made at this stage to make the provisions retroactive. Accord- 
ingly, we recommend that the changes be made effective only with respect to credits 
made after the date of enactment. 








236 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


Income of Estates and Trusts 


1. TO PROVIDE THAT DISTRIBUTIONS TO CHARITABLE BENEFICIARIES 
BY ESTATES OR TRUSTS BE TREATED IN THE SAME MANNER AS 
DISTRIBUTIONS TO NON-CHARITABLE BENEFICIARIES 


Resolved, That the American Bar Assaciation recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to delete the charitable deduction allowed 
to estates and trusts and to nrovide in lieu thereof that a distribution to a charitable 
beneficiary shall be treated in the same manner as distributions to a non-charitable 
beneficiary; and 


Be It Further Resolved, That the Association proposes that this result be effected 
by amending the applicable provisions of Subchapter J of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendments, or their equivalent in purpose and 
effect, upon the proper committees of Congress: 


Section 1. Section 642(c) is hereby amended to read as follows: 


“(c) DISALLOWANCE OF DEDUCTION FOR CHARITABLE, ETC. CON- 
TRIBUTIONS.—In the case of an estate or trust the deduction allowed by Section 
170 (relating to deduction for charitable, etc., contributions and gifts) shall not 
be allowed.” 


Section 2. Section 642(h) (2) is hereby amendea to read as follows (eliminate the 
matter struck through; insert new matter in italics) : 


“(2) for the last taxable year of the estate or trust deductions (other than the 
deductions allowed under subsections (b) es ¢e}) in excess of gross income for 
such year,” 


Section 3. Section 643(a) (3) is hereby amended to read in part as follows (elimi- 
nate the matter struck through; insert new matter in italics) : 


“(3) CAPITAL GAINS AND LOSSES.—Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated to corpus 
and are not (A) paid, credited, or required to be distributed to any beneficiary 
during the taxable year. - oF he paid, pormanontly set aside or to be used for 
che Gee epeetied +4 Keeton Sib tao 


Section 4. Section 643(a) is hereby amended to delete the final two sentences 
thereof. 


Section 5. Section 643 is hereby amended to add at the end thereof the following 
new subsection: 


“(d) CHARITABLE BENEFICIARY.—For purposes of this part, the term 
‘charitable beneficiary’ means any beneficiary included in the list enumerated in 
section 170(c) to or for the use of which a gift or contribution by an individual 
would be treated as a ‘charitable contribution’ within the meaning of section 
170(c) without regard to the percentage limitations prescribed in section 170(b).” 


Section 6. Section 651(a)(2) is hereby amended to read as follows (eliminate 
matter struck through; insert new matter in italics) : 
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“(2) do not provide that any amounts (other than amounts of income required 
to be distributed currently) are to be paid or credited to charitable beneficiaries, 
Bre te be pai pormarently set acide G+ teed for the pHtpeHes spettied GH seetter 
EHH +releting te deduction for charitehl, ote, pHrpereet 


Section 7. Section 661(b) is hereby amended to delete the following: 
“(including the deduction allowed under section 642(c))” 


Section 8. Section 662(a) (1) is hereby amended to delete the following: 


“(computed without the deduction allowed by section 642(c), relating to deduction 
for charitable, etc., purposes)” 
“(as so computed)” 


Section 9. Section 662(b) is hereby amended to delete the following: 


“(including the deduction allowed under section 642(c))” 

“In the application of this subsection to the amount determined under paragraph 
(1) of subsection (a), distributable net income shall be computed without regard 
to any portion of the deduction under section 642(c) which is not attributable to 
income of the taxable year.” 


Section 10. Section 663(a) is hereby amended to delete section 663(a) (2) and to 
renumber section 663 (a) (3). 


Section 11. Section 663 is hereby amended to add the following new subsection: 
“(d) CHARITABLE BENEFICIARIES.— 


(1) GENERAL RULE.—Any amount which is paid, credited, or required to be 
distributed to a charitable beneficiary shall, except as otherwise expressly provided 
in this chapter, be treated as if paid, credited, or required to be distributed to a 
beneficiary other than a charitable beneficiary. 


(2) AMOUNTS PERMANENTLY SET ASIDE.—Any amount of gross in- 
come for the taxable year which is permanently set aside for a charitable bene- 
ficiary shall be deemed an amount credited to such beneficiary in the taxable year 
in which such amount is permanently set aside. To the extent that the amount 
set aside for a charitable beneficiary consists of gains from the sale or exchange 
of capital assets and such gains are allocated to corpus for purposes of sections 
661 and 662, such gains shall be deemed specifically allocated to such charitable 
beneficiary and shall be excluded from distributable net income for purposes of 
determining the amount includible in gross income by any beneficiary other than 
a charitable beneficiary.” 


Section 12. Section 681 is hereby amended to read as follows (eliminate the matter 
struck through; insert new matter in italics) : 


“LIMITATION ON GHARFEPABER DEDUCTION FOR AMOUNTS DISTRIBU- 
TABLE TO CHARITABLE BENEFICIARIES.— 
(a) TRADE OR BUSINESS INCOME.—In computing the deduction allowable 
under section 64240) +o -a trust, ne amount otherwise allowable under section 
S424e) as a deduction to a trust under sections 651 or 661 for amounts paid, 
credited, or required to be distributed to a charitable beneficiary, no amount 
otherwise allowable as a deduction shall be allowed as a deduction with respect to 
income of the taxable year which is allocable to its unrelated business income for 
such year. For purposes of the preceding sentence, the term ‘unrelated business 
income’ means an amount equal to the amount which, if such trust were exempt 
from tax under section 501(a) by reason of section 501(c) (3), would be computed 
as its unrelated business taxable income under section 512 (relating to income 
derived from certain business —— and from certain leases).” 

4e the above are required te subsections +b) and +(e} 
oo aeeteeR Rab 


Section 13. Section 1202 is hereby amended to add at the end thereof the following: 
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“For this purpose, the term ‘income beneficiaries’ shall include a charitable bene- 
ficiary as defined in section 643(d) to which gains for the taxable year from sales 


or exchanges of capital assets are deemed paid or credited under sections 652 
and 662.” 


Section 14. Section 170(e)(1) is hereby amended by adding at the end thereof 
the following: 


“section 643(d) and section 663(d)” 


Section 15. Section 681(d) is hereby amended by deleting therefrom the words 
“section 642(c)” and substituting therefor “this subchapter”. 


Section 16. Section 503(e) is hereby amended by deleting therefrom the figure 
“642(c)” and substituting therefor “651(a), 661(a)”. 


Section 17. Section 542(a)(2) is hereby amended by deleting therefrom the words 
“the purposes described in section 642(c)” and substituting therefor “a charitable 
beneficiary as defined in section 643(d)”. 


Section 18. These amendments shall be effective for all taxable years beginning on 
or after January 1, 1956. 


Explanation 


The treatment of charitable contributions made by an estate or trust in Subchapter 
J departs from the general statutory pattern of basing the includibility of distributions 
upon the distributable net income of the estate or trust. 


Section 642(c) presently allows a special deduction to an estate or trust for amounts 
of gross income paid, permanently set aside, or to be used for charitable purposes. 
This requires that the charitable contribution be traced to gross income. Implicit in 
the tracing requirement are difficult problems of correlation with distributions to 
non-charitable beneficiaries where tracing is rendered unnecessary by the mechanical 
formula of distributable net income. 


Moreover, the present charitable provisions operate unfairly as between income 
beneficiaries who are, for practical purposes, similarly situated. This occurs because 
the charitable deduction is taken into account in determining distributable net income 
for purposes of fixing the taxability of tier-two beneficiaries (beneficiaries other than 
those entitled to income required to be distributed currently) whereas it is not so 
taken into account in the case of tier-one beneficiaries (beneficiaries entitled to income 
required to be distributed currently). For example, if a trust, which is required to 
distribute all of its income currently, distributes its total trust income of $10,000 to an 
individual beneficiary but also distributes $10,000 of gross income not included in trust 
income (such as capital gains) to a charity, the individual beneficiary is taxed on 
the full $10,000 of ordinary income. The charitable deduction does not enter into the 
computation of distributable net income in this case. 

On the other hand, if the beneficiary is a tier-two beneficiary who receives the 
current trust income at the discretion of the trustee, the charitable deduction is 
allowed in computing distributable net income so that the beneficiary will be deemed 
to have received $5,000 of ordinary income and $5,000 gross capital gains. He is thus 
taxable on only $7,500 instead of $10,000. Furthermore, if the charitable contribution 
had been made from accumulated income instead of from capital gains of the current 
year, the charitable deduction would reduce distributable net income to zero, permitting 
the tier-two beneficiary to go untaxed on the $10,000 distribution. 


Under the Committee’s proposal, the charitable deduction of § 642(c) would be 
deleted. Instead, a distribution to charity would, in general, be treated as a distribution 
to any other beneficiary. In other words, the beneficiary’s status, with respect to 
whether the beneficiary is subject to or exempt from tax, becomes wholly immateria! 
under the proposal. This accords with the basic statutory pattern and largely eliminates 
the necessity of tracing the source of charitable contributions to determine whether they 
are paid out of gross income. In addition, it is believed that the Committee’s proposal! 
can lead to a substantial simplification of the fiduciary form (Form 1041) and its 
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instructions. 


The proposal contains one major exception to its general premise that distributions 
to charity should be treated in the same manner as distributions to any other bene- 
ficiary. Under existing law, a charitable deduction is granted for amounts of gross 
income permanently set aside by the fiduciary for charitable beneficiaries. The 
Committee believes it desirable to retain the effect of this deduction. Thus, under the 
proposal, any amount of gross income of the current year which is permanently set 
aside by the fiduciary for a charitable beneficiary is treated as an amount currently 
credited to the charitable beneficiary. If the amount so set aside consists of capital 
gains allocated to corpus (for example, where there is a charitable remainder), then 
capital gains are treated as specifically allocated to the charitable beneficiary. The 
fiduciary will receive a distribution deduction for the capital gains so set aside, but the 
gains set aside will not otherwise affect the amounts taxable to non-charitable bene- 
ficiaries. Where an amount which has been permanently set aside is distributed to a 
charitable beneficiary in a subsequent taxable year, a double deduction is automatically 
denied by present § 663(a) (3), the amount distributed being presumed to have been 
derived from any amount previously set aside and not previously distributed. To this 
limited extent, tracing is still required. 

Since a distribution deduction may be allowed for amounts permanently set aside 
for a charitable beneficiary, the proposal adds to section 643 a new subsection defining 
a charitable beneficiary. It is defined as a beneficiary of an estate or trust which would 
qualify as an organization or other person under § 170(c) to or for which a gift or 
contribution by an individual would be treated as a charitable contribution. 


Conforming changes are also required by the proposal, such as amendment of § 681 
to insure that a trust will not be allowed a deduction for a charitable distribution to 
the extent of any unrelated business income, prohibited transactions or unreasonable 
accumulations of income. Similarly, an amendment is required to § 1202 to provide that 
an income beneficiary includes a charitable beneficiary to which capital gains are 
paid or credited so that the fiduciary’s § 1202 deduction for capita] gains is reduced 
by the portion of the capital gains which are deemed so paid or credited. 


2. TO PROVIDE THAT CORPUS CHARGES REDUCE INCOME TAXABLE TO 
BENEFICIARIES ONLY TO THE EXTENT CORPUS CHARGES CANNOT 
BE UTILIZED BY FIDUCIARY 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that deductions which the 
fiduciary determines to be allocable to corpus will enter into the computation of 
distributable net income only to the extent that such deductions exceed items of gross 
income which the fiduciary determines to be allocable to corpus for the taxable year. 


Be It Further Resolved, That the American Bar Association proposes that this 
result be effected by amending section 643(a) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 643 is hereby amended by adding at the end of section 643(a) (7) 
the following new subsection: 


“(8) DEDUCTIONS ALLOCABLE TO CORPUS.—Deductions which the fiduci- 
ary, acting in good faith, determines to be properly allocable to corpus under the 
terms of the governing instrument and applicable local law shall be taken into 
account only to the extent they exceed the items of gross income excluded from 
distributable net income, reduced by the deductions allowed to the estate or trust 
under section 642(b) and section 1202.” 
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Section 2. The amendment made by section 1 shall be effective for all taxable 
years beginning on or after January 1, 1956. 


Explanation 


Under existing law, deductions which are properly allocable to the principal account 
rather than to the income account nevertheless reduce distributable net income so that 
the benefit of the deduction is shifted to the income benficiaries. This result has been 
severely criticized by fiduciaries as improperly depriving the remaindermen of tax 
deductions to which they are rightfully entitled. It has been indicated that probate 
law may require the fiduciary to make necessary adjustments between principal and 
income accounts in order to reimburse the remaindermen for the tax benefit of which 
they are deprived by the present statute. 


According to the legislative history, the present provision was adopted to prevent 
the wastage of deductions which might otherwise occur where all the income was 
currently distributable. The statute, however, goes beyond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries even where there 
remains gross income taxable to the fiduciary, such as capital gains. 

The Committee’s proposal would carry out the objective of preventing the wastage 
of corpus deductions. At the same time, it would not shift the benefit of these deduc- 
tions to the income beneficiaries where sufficient gross income remains taxable to the 
fiduciary to absorb them. This is accomplished by taking corpus deductions into 
account in computing distributable net income only to the extent that they exceed 
items of gross income allocable to corpus and excluded from distributable net income. 
Since the deductions allowed the fiduciary under § 1202 (deduction for capital gains) 
and under § 642(b) (deduction for personal exemption) represent corpus deductions 
which are not taken into account in any event in computing distributable net income, 
the proposal requires that gross income allocable to corpus be first reduced by these 
deductions. The remaining “corpus gross income,” such as net capital gains, determines 
the extent to which other corpus deductions will enter into the computation of 
distributable net income. 


Under the proposal, the benefit of corpus deductions is not passed through to the 
income beneficiaries where capital gains allocable to corpus (reduced by the § 1202 
and the § 642(b) deductions) exceed the corpus deductions. This is the result even 
though the alternative method for computing tax on the capital gains is employed. 


8. TO PROVIDE THAT CAPITAL GAINS SHALL BE DEEMED DISTRIBU- 
TABLE TO BENEFICIARIES ONLY IN THE YEAR OF TERMINATION OR 
WHERE THE GOVERNING INSTRUMENT OR LOCAL LAW SO PROVIDES 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to provide that capital gains shall be deemed 
distributed to beneficiaries only in the year of termination of the estate or trust or 
where the governing instrument or local law so provides; and 


Be It Further Resolved, That the Association proposes that this result be effected by 
amending section 643(a) (3) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
are directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 643(a) (3) is hereby amended to read as follows: 


“(3) CAPITAL GAINS AND LOSSES.—Except in the year of termination of 
the estate or trust gains from the sale or exchange of capital assets shall be 
excluded to the extent that such gains are allocated to corpus and are not 
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paid, permanently set aside, or to be used for the purposes specified in section 
642(c). Losses from the sale or exchange of capital assets shall be excluded, 
except to the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, credited, or 
required to be distributed to any beneficiary during the taxable year. The deduc- 
tion under section 1202 (relating to deduction for excess of capital gains over 
capital losses) shall not be taken into account.” 


Section 2. This amendment shall be effective for all taxable years beginning on or 
after January 1, 1956. 


Explanation 


Under the present statute, even though capital gains are allocable to corpus, they 
are included in distributable net income if the gains are paid, credited, or required to 
be distributed to the beneficiary during the taxable year. Inclusion of the gains in 
distributable net income shifts taxability from the fiduciary to the beneficiary. 


The statute leaves uncertain the question of whether a distribution of principal will 
be deemed to include capital gains realized during the taxable year. For example, if a 
trustee realizes gain on the sale of securities at the beginning of the year and 
subsequently makes a distribution of corpus to a beneficiary, is the distribution of 
corpus to be regarded as a distribution of the gains realized at the beginning of the 
year? The Committee believes that a question of this importance should be clarified 
in the statute and should not be left to Regulations. 


Under the Committee proposal, capital gain will not be deemed paid, credited, or 
required to be distributed to a beneficiary unless (1) the governing instrument so 
provides, or (2) the gains are realized in the year of termination of the estate or trust. 


Exempt Organizations 


1.TO EXTEND TO NON-CORPORATE TAXPAYERS THE PRIVILEGE OF 
CARRYING OVER EXCESS CONTRIBUTIONS IN ONE YEAR AS DE- 
DUCTIONS FOR THE TWO SUCCEEDING YEARS 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to extend to non-corporate taxpayers the 
privilege of carrying over excess charitable contributions in one year as deductions 
for the two succeeding years; and 


Be It Further Resolved, That the Association proposes that this result be effectuated 
by amending section 170 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
directed to urge the following amendment, or its equivalent in purpose and effect, 
upon the proper committees of Congress: 


Section 1. Section 170(b)(2) is amended by striking out the last sentence and 
inserting, after subsection 170(b) (2), a new subsection 170(b) (3) as follows: 


“(3) Individuals and Corporations.—The excess of any contribution, made in 
a taxable year by an individual or a corporation over the amounts deductible under 
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the applicable limitations of this section, shall be allowable as a deduction in each 
of the two succeeding taxable years for so much of said excess, not previously 
deductible, which together with such succeeding years contributions shall not 
exceed the applicable limitations of this section. Excess contributions of a char- 
acter covered by section 170(b)(1)(A) shall retain that character for the 
purpose of deductions in succeeding taxable years.” 


Section 2. Section 545(b) (2) (relating to undistributed personal holding company 
income) is amended by striking out the reference “Section 170(b)(2)” in the last 
sentence of the section and inserting in lieu thereof the reference “Section 170(b) (2) 
and Section 170(b) (3)”. 


Section 3. Section 381(c) (9) (relating to carryovers in certain corporate acquisi- 
tions) is amended by striking out the reference “Section 170(b)(2)” wherever it 
appears and inserting in lieu thereof the reference “Section 170(b) (2) and Section 
170(b) (8)”. 

Section 4. Section 556(b) (2) (relating to undistributed foreign personal holding 
company income) is amended by striking out the reference “Section 170(b) (2)” in the 


second sentence and inserting in lieu thereof the reference “Section 170(b) (2) and 
Section 170(b) (3)”. 


Section 5. Section 170(b)(1)(B) is amended by inserting after the word “but” in 


the second sentence, the phrase: “, after taking into account other charitable contribu- 
tions,”’. 


Section 6. Taxable years to which applicable. —The amendment made by this 


a shall be applicable to taxable years ending after the date of enactment of this 
ct. 


Explanation 


Section 170(b) (2) of the 1954 Code “allows a corporation which has made deductible 
gifts in excess of the 5% limitation in any one year to carry over the excess con- 
tributions as deductions to the two next succeeding taxable years, (to the extent that 
the 5% ‘allowance’ is not utilized in such succeeding years). The purpose of this 
provision, said Senator Martir. in introducing it, is to prevent loss of all or a part of 
the deduction where a contribution is made early in the year in anticipation of substan- 
tial profits which are later wiped out or drastically reduced through unforeseen events, 
and also to minimize curtailment of corporate contributions in periods of reduced 
income. Yet this Amendment raises and leaves unanswered a conspicuous question. 
If the reasons offered in support of the Amendment were adequate to justify another 
exception to the percentage limitations on deductible contributions (and we do not 
doubt that they are), why should the benefits of the Amendment be confined to cor- 
porate taxpayers? The arguments offered in support of the Amendment would seem to 
be equally pertinent in the case of individuals engaged in business as partners or sole 


proprietors, and are not peculiarly applicable to. corporations alone.” (27 Rocky Mt. 
L. Rev.— (1955) ) 


2. TO ELIMINATE A DISCRIMINATION BETWEEN CORPORATIONS AND 
TRUSTS FOUND NOT TO BE EXEMPT ORGANIZATIONS. 


Resolved, That the American Bar Association recommends to the Congress that the 
Internal Revenue Code of 1954 be amended to eliminate a discrimination relating to 


limitations on assessment and collection between corporations and trusts found not to 
be exempt organizations; and 


Be It Further Resolved, That the Association proposes that this result be effectuated 
by amending section 6501(g) of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation are 
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directed to urge the following amendment, or its equivalent in purpose and effect, upon 
the proper committees of Congress: 


Section 1. Section 6501(g) is amended by striking out the words “(g) Certain 
Income Tax Returns of Corporations.—” and inserting in lieu thereof the words “(g) 
Certain Income Tax Returns of Corporations and Trusts.—” and by striking out the 
whole of paragraph (2) and inserting in lieu thereof the following: 


“(2) If a taxpayer determines in good faith that it is an exempt organization 
and files a return as such under section 6033, and if such taxpayer is thereafter 
held to be a taxable corporation or trust for the taxable year for which the return 
is filed, such return shall be deemed the return for the corporation or trust for 
purposes of this section.” 


Section 2. Taxable years to which applicable—The amendment made by this section 
shall be applicable to taxable years ending after the date of enactment of this Act.” 


Explanation 


Section 6501(g) (2) of the 1954 Code is described by the Senate Finance Committee 
as follows: 


“Paragraph (2) of subsection (g) which has no counterpart in the House Bill 
provides that if a taxpayer determines in good faith that it is an exempt organiza- 
tion for a taxable year and files a return under section 6033, such return shall be 
deemed the return of the corporation for purposes of the running of the period of 
limitation on its income tax liability for the taxable year.” (S. Rep. No. 1622, 
83rd Cong. 2d Sess., 585 (1954) ) 


No provision is made for the protection-of organizations in trust form and no reason 
has been ascribed or determined for this discrimination. Under this amendment the 
same treatment under the statute of limitations would be given to trusts and corpora- 
tions which had filed appropriate returns reflecting non-taxability and which had later 
been held not to be exempt. 


Natural Resources 


i. TO PROVIDE RULES FOR THE TAXATION OF SALES, EXCHANGES, OR 
GIFTS OF LIMITED MINERAL RIGHTS KNOWN AS CARVED-OUT PRO- 
DUCTION PAYMENTS 


Resolved, That the American Bar Association recommend to the Congress that 
the Internal Revenue Code of 1954 be amended to provide that the assignment of 
limited mineral rights known as carved-out production payments which are created 
by the assignor out of his property rights in the minerals in place shall be treated 
generally as an assignment of expected income from the larger property; 


Be It Further Resolved, That the Association propose that the result be achieved 
by adding a new Section 633 and a new section 1242 to the 1954 Code and by amending 
Sections 1031, 170, 311, and 351 of the 1954 Code; and 


Be It Further Resolved, That the Officers and Council of the Section of Taxation 
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be directed to urge the following amendment or its equivalent in purpose and effect 
upon the proper committees of Congress (eliminate the matter struck through; insert 
new matter in italics) : 


Section 1. 


The following new section is added at the end of Part III of Subchapter I of the 
1954 Code (relating to natural resources) : 


SEC. 688. SALE, EXCHANGE, OR GIFT CREATING A CARVED-OUT PRODUC. 
TION PAYMENT. 


(a) General Rule for Sales or Exchanges.— 


(1) Except as provided in Paragraph 2, the consideration received by a transferor 
from the sale or exchange of a carved-out production payment created by such sale 
or exchange shall be considered income subject to the allowance for depletion provided 
for in section 611. 


(2) Exceptions.—No income, gain, or loss shall be recognized to a transferor in a 
sale or exchange described in caragraph (1) to the extent that— 


(A) the proceeds of such sale are pledged for exploration, drilling, development, or 


equipping the property from or out of which the carved-out production payment is 
created; or 


(B) such carved-out production payment is exchanged for services, materials, sup- 
plies or equipment used in the acquisition, exploration, drilling, development, equipping, 
or operation of the property from or out of which the carved-out production payment 
is created. 


This paragraph shall not apply to the extent that the carved-out production pay- 
ment is created to discharge a liability previously incurred and fixed in amount. 


(6) Gift— 


(1) General Rule—Except as provided in paragraph (2), a donor of a gift of a 
carved-out production payment created by such gift shall, if living, 


(A) at the time the proceeds of the sale of production attributable to such payment 
are received by the donee, and 


(B) at the time the consideration for the sale or exchange of such payment, or any 
interest therein, is received by the donee, be treated as having received income subject 
to the allowance for depletion provided for in section 611, and shall be treated as 
having made a gift; and the donee shall be treated as having received a gift of such 
proceeds and such consideration; provided, however, if the donor should die prior to 
the receipt by the donee of the proceeds and consideration described in paragraphs 
(A) and (B) above, the value of such carved-out production payment at the date of 
the donor’s death shall be included in the donor’s gross estate under section 2081. 


(2) Ezxceptions—Paragraph (1) shall not apply, if— 


(A) in the case of a donee other than one referred to in subparagraph (B), 
the carved-out production payment at the time of the gift could reasonably be 
expected to be payable over a period of at least 10 years; or 


(B) in the case of a donee described in section 170(b) (1) (A) (i), (i), or 
(iii), the carved-out production payment at the time of the gift could reasonably 
be expected to be payable over a period of at least 2 years. 


(ce) Definition—The term “carved-out production payment” means an economic interest 
in oil, gas or other minerals which is 


(1) limited to a period determined by reference to time, units, or money and which 
is not an economic interest extending for a definite period and as long thereafter as 
production of oil, gas or other minerals is had with respect to such interest; and 


(2) by transfer created by the taxpayer from or out of one or more properties 
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(as that term is defined in Section 614), any one of which (i) has an economic life 
of longer duration than such interest, and (ii) remains in the taxpayer immediately 
after the transfer; 

but such terms shall not include any operating interest transferred with a view to the 
conduct of exploratory, drilling or development activity on, or to the furnishing of 
materials, equipment or supplies for use in connection with any one or more of such 
properties. 


(d) Cross References.— 


(1) For taxability of a corporation upon a distribution creating a carved-out pro- 
duction payment, see section 311(d). 


(2) For denial of deduction in case of transfers to charity creating carved-out 
production payment, see section 170(b)(1)(E). 


Section 2. 
Section 1031(a) is amended as follows: 


SEC. 1081. EXCHANGE OF PROPERTY HELD FOR PRODUCTIVE USE OR 
INVESTMENT. 


(a) Nonrecognition of Gain or Loss From Exchanges Solely In Kind.—No gain or 
loss shall be recognized if property held for productive use in trade or business or for 
investment (not including stock in trade or other property held primarily for sale, 
nor carved-out production payments described in section 638(c) if created by such 
exchange, nor stocks, bonds, notes, choses in action, certificates of trust or beneficial 
interest, or other securities or evidences of indebtedness or interest) is exchanged 
solely for property of a like kind to be held either for productive use in trade or 
business or for investment. 


Section 8. 


The following new section is added at the end of Part IV of Subchapter P of the 
1954 Code (relating to capital gains and losses) : 


SEC. 1242. SALE OR EXCHANGE OF CARVED-OUT PRODUCTION IAY- 
MENTS. 


(a) Exclusion from Capital Gain or Loss Treatment. A sale or exchange of a 
carved-out production payment as defined in section 638(c), which is created by such 
sale or exchange, shall not be considercd as the sale or exchange of property which 
is either a capital asset or property described in section 12.31. 


(b) Cross references.— 


(1) For treatment of sale, exchange, or gift creating a carved-out production pay- 
ment generally, see section 633. 


Section 4. 


Section 170(b)(1) (relating to limitations on charitable gifts) is amended by 
adding at the end thereof the following new subparagraph (E): 


(E) Denial of Deduction in the case of Transfer of a Carved-out Production Pay- 
ment.—No deduction shall be allowed under this section for the value of any gift 
of a carved-out production payment as defined in section 633(c) created by such gift, 
if at the time of the gift the value of the reversionary interest in the property from 
r out of which such carved-out production payment is created exceeds 5 per cent of 
the value of such carved-out production payment. 


Section 5. 


(a) Section 311(a) of the Internal Revenue Code of 1954 (relating to the taxability 
of ccrporations on distributions) is amended by striking out “subsections (b) and (c)” 
and inserting in lieu thereof “subsections (b), (c), and (d).” 
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(b) Section 311 of the Internal Revenue Code of 1954 (relating to the taxability of 


corporations on distributions) is amended by adding at the end thereof the following 
new subsection: 


(d) Carved-out Production Payments. If a corporation distributes to a shareholder 
a carved-out production payment as defined in section 633(c) which is created by 
such distribution, then the fair market value of such carved-out production payment 
on the date of such distribution shall be considered income received by the distributing 
corporation, subject to the allowance for depletion provided for in section 611, as if 
the payment distributed had been sold at the time of such distribution and the pro- 
ceeds distributed. This subsection shall not apply in the case of a distribution to 
stockholders to which to any extent the provisions of sections 302(a) (relating to 
redemptions of stock), 303(a) (relating to redemptions to pay death taxes), or 
part II of subchapter C (relating to corporate liquidations) apply. 


Section 6. 


Section 312(c) of the Internal Revenue Code of 1954 (relating to the effect on 
earnings and profits of corporations of distributions) is amended as follows: 


SEC. 312(c) ADJUSTMENTS FOR LIABILITIES, ETC.—In making the ad 
justments to the earnings and profits of a corporation under subsection (a) or (b) 
proper adjustment shall be made for— 


(1) the amount of any liability to which the property distributed is subject, 


(2) the amount of any liability of the corporation assumed by a shareholder i: 
connection with the distribution, end 


(3) any gain to the corporation recognized under subsection (b) or (c) of section 
311, and 


(4) any income considered as received and any proceeds considercd as distributed 
under subsection (d) of sectior 311. 
Section 7. 


Section 351(a) of the Internal Revenue Code of 1954 (relating to transfers to con- 
trolled corporations) is amended as follows: 


SEC. 351(a) GENERAL RULE.—No gain or loss shall be recognized if property 
is transferred to a corporation by one or more persons solely in exchange for stock 
or securities in such corporation and immediately after the exchange such person 
or persons are in control (as defined in section 368(c)) of the corporation. For pur- 
poses of this section, stock or securities issued for services and carved-out produc- 
tion payments described in section 688(c) which are created by such transfer shall 
not be considered as issued in return for property. Section 633(a) shall be applicab|: 
to such exchanges of carved-out production payments. 


Section 8. 
The amendments made by this Act shall apply with respect to taxable years ending 


after the date of enactment of this Act, and shall apply only with respect to transactions 
described therein made after such date. 


Explanation 


The Committee has studied H. R. 9559 which was introduced by Congressman 
Mills on February 27, 1956. The bill provides that the sale or exchange of a carved- 
out oil or gas payment (or production payment) results in ordinary income, subject 
to depletion, to the transferor. The rule would not apply under the bill where the 
proceeds are pleiged for the development of the property or the payment is trans- 
ferred for services or materials used in the development of the property. The bill 
treats the gift of a carved-out payment as resulting in ordinary income to the donor 
as the income from the payment is produced. The bill would also deny a charitabl: 
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deduction for certain short term carved-out payments; treat a corporation dis- 
tributing a payment as realizing income on the distribution; render Section 351 in- 
applicable where such a payment is contributed to a controlled corporation; and 
make oo in other complementary changes in the 1954 Code to carry out the purpose 
of the y 


The Committee determined to support the general principles of the bill as out- 
lined above but the bill as written contains so many features that the Committee 
considered should be changed that the Committee decided to make a legislative rec 
ommendation. This recommendation should be urged upon the Congress for adoption 
in lieu of H. R. 9559. This legislative recommendation is based upon and is sub- 
stantially the same as the legislative redraft prepared by the Tax Division of the 
Southwestern Legal Foundation which has been submitted tc the Joint Committee 
on Internal Revenue Taxation. 


Section 1 of the recommendation would add a new Section 633 to the 1954 Code. 
Subsection (a) provides generally that the taxpayer upon sale or exchange of a 
carved-out production payment created by such taxpayer shall be treated as having 
received ordinary income subject to the deduction for depletion provided for in 
Section 611. 


Paragraph (2) deals with the problem of production payments which are 
created and transferred by the taxpayer out of a larger property where the pro- 
eeds are used for exploration and development of such property. It also deals with 
the problem of exchanges of production payments for services, equipment, or sup 
plies used in the acquisition, exploration, development, and operation of such 
property. It is your Committee’s intention here to continue the same tax treatment 
accorded such assignments under the present law and administrative rulings. 
G. C. M. 22730, 1941-1 C. B. 214, and G. C. M. 24849, 1946-1 C. B. 66. The subsection 
does not apply in the case of a sale or exchange to satisfy a liability already in- 
curred and fixed in amount 


Subsection (b) deals with the problem of gifts of carved-out production payments. 
Two problems are treated here: one of timing and the other of attribution of in- 
come. Generally, as the donee receives the proceeds from the sale of production at- 


tributable to the production payment he will be treated as receiving a gift from the 
donor and the donor will be treated as having received income subject to the allow- 
ance for depletion. If the donee sells or exchanges the production payment, then the 
onsideration received by him will be treated as income to the donor. Assuming a 
bona fide sale or exchange by the donee under such circumstances, the donor’ will 
have no further income attributed to him in respect of such production payment. The 
jeath of the donor would terminate the attribution of income to him from the carved- 
out production payment but there would be included in his gross estate the unrealized 
value of such carved-out production payment as of the date of the donor’s death. 


Paragraph (2) of subsection (c) makes an exception with respect to the attribu- 
tion of income to the donor in the case of gifts of certain production payments to 
individual donees and charities. If under all the facts and circumstances existing 
at the date of gift the carved-out production payment could reasonably be expected 
to last for a period in excess of 10 years, then in the case of a gift of such payment 
to an individual donee, the donee and not the donor shall be treated as having re- 
ceived income subject to the allowance for depletion. In a similar manner, if the 
-arved-out production payment could reasonably be expected to last for a period in 
excess of 2 years, then in the case of a gift of such payment to a charity, the donor 
shall not be treated as having received income. The 10 year and 2 year rules are 
consistent with treatment under existing law of transfers in trust under Section 673. 


Subsection (c) deals with the definition of a carved-out production payment. Gen- 
erally, it has reference to all those interests which are created by the taxpayer out 
of a larger property, which larger property remains in the transferor immediately 
after the transfer. Paragraph (1) of the definition provides generally that any in- 
terest which is limited by time, units, or money is to be considered as a carved-out 
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interest. Interests which continue for a definite period and so long thereafter as 
minerals are produced are in effect coextensive with the life of the property and 
are, therefore, not carved-out within the definition. The use of the term “economic 
interest” excludes from the definition those interests in production which are not dis- 
chargeable solely out of production, but which may constitute personal covenants or 
liens on equipment. 


Paragraph (2) of the definition provides that the term “carved-out production 
payment” shall be applicable to the interest only if the taxpayer created the interest 
from or out of a property having a longer life than the interest created, which prop- 
erty remains in the transferor immediately after the transfer. This paragraph is 
intended to exclude from the definition overriding royalties and those production 
payments which are reserved at the time of transfer of the working interest or 
operating rights. The definition does not extend to transferees of carved-out produc- 
tion payments; that is, a carved-out production payment created by the transferor 
is not such a payment in the hands of the transferee who subsequently transfers 
such payment by sale, exchange, or gift, since such transferee is not the taxpayer 
who created such interest. 


The final clause of the definition is intended to exclude those arrangements whereby 
one may transfer a limited interest in one or more properties to another who invests 
his capital and services in the exploration, drilling, and development of any one 
or more of such properties or in the furnishing of materials, equipment, or sup- 
plies for use on any one or more of such properties. Thus, where the transferee 
invests his capital in the development of a property but is entitled to recoup his 
costs out of several properties, such limited interests in such several properties are 
not carved-out production payments. This exclusion is intended to distinguish 
carved-out production payments from those numerous bona fide arrangements which 
are commonly used in the industry to obtain exploration, drilling, and development 
of properties. 


Section 2 of the recommendation would amend Section 1031(a) so as to add 
carved-out production payments to the list of properties which may not be accorded 
tax free exchange treatment. 


Section $3 of the recommendation would add a new Section 1242 to provide for the 
exclusion from capital gains treatment of sales or exchanges of carved-out produc- 
tion payments. The consideration received by the taxpayer who creates a carved-out 
production payment which is sold or exchanged will be treated as ordinary income 
subject to depletion in accordance with the rules set forth in Section 633(a). 


Section 4 of the recommendation would amend Section 170(b) (1) so as to deny 
a deduction for the value of a carved-out production payment contributed to a charity 
if the reversionary interest with respect to such payment exceeds 5%. This treatment 


is consistent with the treatment under existing law of transfers in trust under Sec- 
tion 170(b) (1) (D). 


Section 5 of the recommendation would amend Section 311 to provide that dis- 
tributions of carved-out production payments,as dividends by a corporation creating 
such payments shall be treated as if the corporation sold such payment and dis- 
tributed the proceeds as a dividend. Because of the necessary use of production pay- 
ments in effecting divisions of property among shareholders, particularly of different 
classes, the subsection is not applicable to redemption and liquidations described in 
Section 302, 303, and Part II of Subchapter C. 


Section 6 of the recommendation would amend Section 311(c) to provide for ap- 
propriate adjustment in earnings and profits in respect of a transaction described 
in Section 311(d). Thus, if X Corporation transfers to its shareholders as a di- 
vidend a carved-out production payment in the amount of $100,000, and such 
production payment has a value of $90,000, X Corporation will report $90,000 of 
ordinary income subject to depletion. Its earnings and profits will be increased 
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accordingly and then reduced by $90,000, the money equivalent of the production 
payment distributed. 


Section 7 o: the recommendation would amend Section 351(a) to make clear that 
exchanges of «. . ved-out production payments will not be given the tax-free exchange 
treatment generaily accorded transfers to controlled corporations. This section is 
applicable only to the taxpayer who creates such carved-out production payment at 
the time of the exchange by the instrument of transfer. The interest in the hands 
of the corporation is not a carved-out production payment. 


Section 8 of the recommendation provides for an effective date of February 27, 
1956. Transactions occurring after that date are covered by these amendments for 
taxable years ending after February 27, 1956. No inference is to be drawn from 
the enactment of this bill with respect to transactions occurring on February 27, 
1956, and prior thereto. 


Aggregation of Properties—H. R. 9559 also contains a section which does not 
appear in the foregoing legislative recommendation which would in effect prohibit 
the aggregation of oil and gas properties under Section 614(b) of the 1954 Code. The 
Committee considers that if any such amendment is to be made, it should be the 
subject of a separate bill and not a part of H. R. 9559. Furthermore, the Commit- 
tee is opposed in principle to the elimination of the election for aggregation of oil 
and gas properties because such aggregation has not proven to be undesirable. The 
provisions as to aggregation contain a number of worthwhile features which may 


be clarified by administrative function and appropriate regulations, and unless and 


until experience indicates that aggregation should be prohibited, the provisions should 
be retained in the 1954 Code. 


Statute of Limitations 


1.* STATUTE OF LIMITATIONS ON REFUND CLAIMS 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to make the statute of 
limitations on the filing of refund claims and the making of refunds co-extensive with 
that for assessing deficiencies. 


Be It Further Resolved, That the Association propose that the result be achieved 
by amending sections 6511(a) and 6513(b) of the Internal Revenue Code of 1954; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendments, or their equivalent, in the proper committees of Congress: 


That section 6511(a) of the Internal Revenue Code of 1954 be amended to read as 
follows: 


“(a) Period of Limitation on Filing Claim.—Claim for credit or refund of an 
overpayment of any tax imposed by this title in respect of which tax the tax- 
payer is required to file a return shalf be filed by the taxpayer within 3 years 
from the time the return was required to be filed (as fixed by an extension of 
time, if any) or 2 years from the time the tax was paid, whichever of such periods 
expires the later, or if no return was filed by the taxpayer, within 2 years from 


* Passed by House of Delegates at Annual Meeting, Philadelphia, 1955. 
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the time the tax was paid. Claim for credit or refund of an overpayment of any 
tax imposed by this title which is required to be paid by means of a stamp shall be 
filed by the taxpayer within 3 years from the time the tax was paid.” 


That section 6513(b) of the Internal Revenue Code of 1954 be amended to read as 
follows: 


“(b) Prepaid Income Tax.—For purposes of section 6511 or 6512, any tax 
actually deducted and withheld at the source during any calendar year under 
chapter 24 shall, in respect of the recipient of the income, be deemed to have been 
paid by him on the 15th day of the fourth month following the close of his taxable 
year with respect to which such tax is allowable as a credit under section 31, but 
if the time for filing the return for such taxable year has been extended, then 
upon the last day of the period of such extension. For purposes of section 6511 
or 6512, any amount paid as estimated income tax for any taxable year shall be 
deemed to have been paid on the last day prescribed for filing the return under 
section 6012 for such taxable year (as fixed by an extension of time, if any).” 


Effective Date.—The foregoing amendments shall be effective as to claims for refund 
filed and refunds or credits made after the date of enactment of these amendments. 


Explanation 


These two proposals would amend the 1954 Code to make the statute of limitations 
on refund claims the same as it is on deficiency assessments, where returns are filed 
after the original due date but before the expiration of an extension. Under the 1939 
Code these two limitation periods were the same in these circumstances, but in the 
case of individuals after the institution of pay-as-you-go the two periods were co- 
extensive more in theory than in fact because of the additional provision limiting 
the amount of the refund to those payments made within three years of the date the 
refund claim was filed. The draftsmen of the 1954 Code were conscious that this 
scheme of things was a trap for the unwary and apparently intended to remove it by 
drafting Section 6511(a) so that refund claims, to be timely, must be filed within 
three years of the original due date of the return, even where the return was actually 
filed during an extended period. The limitation period on filing claims has thus been 
shortened in the new Code (Sec. 6511(a)) to make it co-extensive with the limitation 
period on the amount that can be refunded under 6511(b) (2). 


In removing one trap, the new Code has created another, because under Section 
6501(a) deficiencies can be assessed within three years after the actual filing date of 
the return, and under Section 6511(c) a waiver given more than three years after the 
original due date but less than three years after the date of filing due to an extension 
is effective as to deficiencies but not as to refunds. 


Since many large taxpayers find it necessary to obtain annual extensions for filing 
returns, and since Revenue frequently examines returns of taxpayers with complicated 
affairs in batches of two or three years, situations will undoubtedly arise where a 
series of years will be closed to refunds but open to deficiencies. There is no certainty 
that Section 1311 will prevent taxpayers’ being whipsawed between years in all cases. 
In fact, Section 1311(b)(2)(B) so conditions relief as to make the correspondence 
of limitations periods for refunds and deficiencies critical. The increased number of 
carry-overs provided in the new Code, extending for five years or more and often 
depending on the validity of an initial election in an earlier year, has magnified the 
importance of this correspondence between open periods. 


The correct approach to solution is not believed to be through amendment of Section 
1311, which would provide only defensive relief, but through Sections 6511(a) and 
6513(b). As a matter of tax policy, the tax account should be open as to both parties 
at the time of the audit and determination. 
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2.° CONCLUSIVE EFFECT OF REGISTRATION. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to make it clear that the 
effect of filing documents by registered mail will not be overcome by evidence that 
the agency made diligent but fruitless search for the mailed document. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 7502(c) of the Internal Revenue Code of 1954; and 


Be It Further Resolved. That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 7502(c) of the Internal Revenue Code of 1954 be amended to read as 
follows: 

“Registered Mail.—If any such claim, statement, or other document is sent by 
United States registered mail, such registration shall be conclusive evidence that 
the claim, statement, or other document was delivered to the agency, office or officer 
to which addressed, and the date of registration shall be deemed the postmark 
date.” 


Effective Date.—The foregoing amendment shall be effective as to all affected docu- 
ments filed after August 17, 1954. 


Explanation 


Section 7502(c) should be amended to give registration conclusive effect, instead 
of merely prima facie effect. As the section now stands, there is uncertainty whether 
evidence of fruitless search would rebut the presumption of delivery, and if it would 
the entire effect of the provision would be largely lost. 

In the past, the Association recommended that a petition to the Tax Court should be 
deemed filed at the time it was registered for mailing. Section 7502 was apparently 
a response to that recommendation, broadened to apply to practically all documents 
required to be filed under the 1954 Code, but narrowed so that sending any registered 
mail is prima facie evidence of delivery instead of conclusive. 

The Committee believes that if Section 7502(c) is not to be rendered useless by the 
possibility that evidence of fruitless search will rebut the presumption arising from 
use of registered mail, it should be amended as proposed. 


* Passed by House of Delegates, Annual Meeting, Philadelphia, 1955. 


3.* CIVIL STATUTE OF LIMITATIONS ON THE ASSESSMENT OF DEFICIEN- 
CIES WHERE FRAUDULENT RETURNS HAVE BEEN FILED. 


Resolved, That the American Bar Association recommend to the Congress that the 
provisions of the Internal Revenue Code of 1954 be amended to impose a statute of 
limitations on the determination and assessment of deficiencies wherever returns were 
actually filed, even though the returns were fraudulent. 


Be It Further Resolved, That the Association propose that the result be achieved by 
amending section 6501(c) (1) of the Internal Revenue Code of 1954; and 


Be It Further Resolved, That the Section of Taxation be directed to urge the follow- 
ing amendment, or its equivalent, in the proper committees of Congress: 


That section 6501(c) (1) of the Internal Revenue Code of 1954 be amended to read 
as follows: 


“(1) False Return.—In the case of a false or fraudulent return with the intent 





* Passed by House of Delegates, Mid-Winter Meeting, February, 1956. 
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to evade tax, the tax may be assessed, or a proceeding in court for collection of 
such tax may be begun without assessment, at any time within eight years after 
the return was filed.” 


Explanation 


At the present time there is no statute of limitations on the assessment of deficien- 
cies where returns which are held to be fraudulent have been filed. This not only 
means that so much of the deficiency as is held to have been due to fraud may be 
assessed at any time, but also means that the assessment of deficiencies resulting from 
non-fraudulent transactions is not barred by any statute of limitations if there is a 
single fraudulent item in the return. 


There is, however, a statute of limitations on the criminal prosecution of a taxpayer 
accused of criminal tax evasion, and that statute of limitations is six years. The 
legislative policy which requires a statute of repose for criminal prosecutions also 
requires a statute of repose for civil purposes. 


The policy behind the criminal statute of limitations is not that time cleanses a 
man of his sins. The policy is based on difficulties of proof incident to the passage 
of time, such as indistinct memories, lost and destroyed records, and the like. These 
same difficulties are just as real and troublesome in a civil case as in a criminal case, 
with the difference that they can do a defendant more harm in a civil case because 
of the government’s lighter burden of proof. 


At the present time, no taxpayer can with assurance destroy his financial records, 
including his cancelled checks, merely because they are five or six or ten years old. 
A business may not destroy its invoices and other original records merely because a 
large number of years has elapsed. The reason is that there is no statute of limita- 
tions to protect a taxpayer if his records have been destroyed, in the event that a later 


charge is made by the Internal Revenue Service that one of his early returns was 
fraudulent. 


Even more serious is the fact that records may be lost or destroyed by accident, 
and memories will certainly become dim with the passage of time. Much in the nature 
of defense can be lost if fire destroys records, or when a valuable witness’s memory 
becomes dim. Also, as time goes on some witnesses are certain to pass away and their 
testimony be lost. Even the taxpayer himself may die, thus removing him both as a 
witness and a guide to possible evidence, but this does not insure that,a claim of 


fraud for some earlier year may not be made as a basis for opening the statute of 
limitations. 


Now that tax rates are permanently at a much higher level, the threat of ruinous 
assessments over a long past period when time has restroyed evidence is serious and 
should be removed. 

The cost of this amendment to the government undoubtedly will not be large. The 
great majority of fraud cases come to light in the course of civil audit brought within 
the normal limitation period of three years. Few successful tax frauds, particularly 
of any size, are discovered more than eight years after the return was filed. In any 
event, where a return was actually filed and the government put on notice an audit 


should be made, it does not seem unfair to limit the government’s time to complain 
it was defrauded. 
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4. RELIEF OF FIDUCIARY FROM PERSONAL LIABILITY FOR FRAUD 
COMMITTED BY DECEDENT 


Resolved, That the American Bar Association recommend to the Congress that 
the provisions of the Internal Revenue Code of 1954, relating to the personal 
liability of a fiduciary for taxes or penalties resulting from a fraud committed 
by a decedent, be amended to relieve the fiduciary where he makes a distribu 
tion of the assets without knowledge that the fraud was committed, and after 
request to the Commissioner that he be so relieved; 

Be It Further Resolved, That the Association propose that the result be 
achieved by adding a new subsection to section 6501 of the Internal Revenue 
Code of 1954; and 

Be It Further Resolved, That the Section of Taxation be directed to urge the 
following amendment, or its equivalent in purpose and effect, upon the proper 
committees of Congress ; 

That Section 6501 of the Internal Revenue Code of 1954 be amended by adding 
a new subsection (i): 

“(i) Any fiduciary may request in writing of the Secretary or his delegate 
that all income tazres of the decedent or grantor, as the case may be, for ail 
tarable years ending prior to or with the date of death or transfer, be 
assessed within 18 months or within the period prescribed by Section 6501 
(a), whichever expires the later. The personal liability of the fiduciary on 
account of distribution made after the expiration of that period shall b« 
confined to assessments made within that period, except that if the Secre- 
tary or his delegate can establish by a preponderance of the evidence that 
the fiduciary had actual knowledge that any return of the decedent or grantor 
was a fraudulent return or that the decedent or grantor fraudulently failed 
to file a return for any period for which due, this sentence shall not apply.” 


Erplanation 


Under the present law, an executor or trustee who distributes assets of the 
estate becomes personally liable for taxes which may be due at the time of the 
distribution. If, unknown to the executor or trustee, the decedent filed a 
fraudulent income tax return, no statute of limitation runs which would bar 
the Commissioner from asserting a deficiency against the executor or trustee for 
personal liability after he had distributed the assets. 

The proposed amendment would allow the executor or trustee to protect him- 
self by asking for a release from this liability prior to making distribution. 


Mr. Mixts. Do the gentlemen accompanying you, Mr. Richmond, 
have a statement to make? 

Mr. Ricumonp. They do not. 

Mr. Miius. Are there any questions? 

Mr. Richmond, let me inquire for just a moment. 

You have seen the list of so-called unintended benefits and hard- 
ships, which were released on November 7 by the subcommittee, as 
presented to us by Mr. Smith and Mr. Stam. You have already 
referred to the first of those. 

Mr. Ricumonp. Yes, sir. 

Mr. Mius. Now, the American bar has taken a position on the 
carved-out oil payments, and you have suggested that corrective action 
be taken by the Congress in that respect. 

Now, has the bar taken specific action with respect to any of the 
others included? 

Mr. Ricumonp. It has not. 

Mr. Miutus. The ones that you have taken action on, then, are in 
addition to the suggestions brought to the subcommittee’s attention by 
Mr. Smith and Mr. Stam? 

Mr. Ricumonp. Except for the one you have mentioned, that is 
true. 

Mr. Mitts. Did you at your last meeting discuss any of these that 
are included in the pamphlet? Were they before you? 
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What I am trying to get at is this, Mr. Richmond: whether or not 
any action was taken by the bar. You say that no action was taken 
approving them. Was any action taken disapproving any of these 
corrective measures / 

Mr. Ricumonp. None of these matters in the list of unintended 
benefits and hardships were before us for discussion at the Dallas 
meeting, so that we have certainly not disapproved any of them, but 
the only one we have approved is the one with respect to carved-out 
oil payments. 

he suggestions we have made with respect to unintended benefits 
and unintended hardships are in addition to this list. The only one 
the section has worked on in the past is item 27, which appears at 
page 12 of the printed document entitled “Premium Payment Test on 
Life Insurance Policies.” Several years ago the association did rec 
ommend to Congress that the premium payment test be eliminated so 
that the code as it stands today reflects this recommendation of the 
American Bar Association. This proposal to, in a sense, restore the 
premium payment test runs counter to a proposal which we have made 
in the past. 

Mr. Minis. Actually, Mr. Richmond, you understand that the sug- 
gestion is not to restore the provision of the 1939 Code i in that respect, 
but I think the provision really amounts to a compromise between the 
1939 Code and the 1954 Code, does it not ? 

Mr. Ricuonp. I realize that. The concern we have with it is 
that the proposal is now stated in general language, and it is difficult 
to know what its effect will be until we see the statutory draft. If it 
turns out that this is not a restoration of the premium payment test, 
then it is not contrary to our recommendation. 

We might have adidtional comments to make, however, when we 
see just what form this compromise may take. 

Mr. Mirxs. All of your suggested changes, those in the pamphlet 
that we have included in the record, are they considered to be in the 
area of unintended benefits or hardships ? 

Mr. Ricumonp. No; I do not believe that is quite the situation, Mr 
Chairman. There are included in our recommendations a number of 
unintended benefits and hardships, but we also have some additiona! 
matters in the field of subchapters C, J, and K which I think we woul 
not want to characterize either as unintended benefits or unintended 
hardships. They are matters that arise from the rather compre- 
hensive changes that were made in those areas in the 1954 Code, and 
experience has shown that perhaps the changes are not accomplishing 
va the drafters thought they would. 

I do not believe we would go so far as to say they were either unin 
tended benefits or unintended hardships, but we do believe they are 
matters that deserve the attention of the subcommittee and warrant 
changes in the statute. 

Mr. Mitts. You gave some examples of what were unintended bene 
fits and hardships. Let us take the pamphlet, Mr. Richmond, and 
have you list them by number, since they are set forth in the pamphlet 
by number, those items which are considered by your section of the 
bar to be unintended benefits and hardships. 

Mr. Ricumonp. I am sorry, Mr. Chairman, that I do not liave them 
characterized that way so that I can readily tick them off. 
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Mr. Mus. I was endeavoring to obtain that information, Mr. 

Richmond, because at the present time, as you understand, we are de- 
oting our attention to unintended benefits and unintended hardships, 

with other arrangements underway that we will discuss in just a few 
moments, so that if we could have the benefit of your judgment as to 
which of these are unintended benefits and unintended hardships, we 
would have the staff people who are working with us look into those 
immediately in connection with our present ere 

Mr. Ricumonp. Taking first those of our recommendations under 
the heading “Income Taxes,” I think that none of those in that section 
is considered as unintended benefit. 

Mr. Minus. That takes us through No. 7 then, does it not? 

Mr. RicumMonp. Recommendations 1, 2, 4, 5, and 7 under “Income 
Taxes” might be considered unintended hardships. One difficulty, 
Mr. Chairman, which we have in trying to label these suggestions is 
that in some cases we are not quite sure what the intention was in the 
original draft of the code, but as nearly as we can tell from the legisla- 
tive history, we would consider those unintended hardships. 

Now, under the heading “Corporate Stockholder Relationships.” 
we could characterize that as neither an unintended benefit nor unin- 
tended hardship. That is an attempt to deal with the problem of their 
incorporation and really would constitute a substantive change in sub- 
chapter C, 

Under the heading “Partnerships,” items Nos. 5, 7, 9, and 11 would 
all be loophole closers. In addition, we would consider that recom- 
mendations 3 and 10 not only close loopholes, but also unintended 
hardships. Under that same heading, the matters having to do with 
unintended hardships recommendations 2 and 12. That leaves recom- 
mendations 1, 4, 6, and 8, which we think are clarifying amendments 
in the partnership field. 

Under the heading “Federal Estate and Gift Taxes,” item 1 is an 
unintended hardship, we feel, since the problem there is to make the 
situation the same in the estate-tax field as it is in the gift-tax field. 

The second recommendation is a substantive change. 

The third is an unintended hardship, or at least a hardship, rather 
than a clarifying change. 

The two items listed under “Administrative practice” are neither 
unintended hardships nor unintended benefits. They are attempts 
to solve difficult administrative problems that have arisen. The prob- 
lem of correlation of interest certainly needs attention, for it has 
been a problem for a long time. 

The three items under “Income of estates and trusts,” are substantive 
changes in that broad field that was almost completely rewritten in 
the 1954 Code. 

Under the heading “Exempt Organizations,” both recommendations 
could be characterized as the elimination of unintended hardships. 
he recommendations under “Natural resources” would eliminate an 
unintended benefit. The first under the heading “Statute of Limita- 
tions” would eliminate a hardship. The second and third items and 
the one additional item that I referred to are more clarifying in nature 
ind while they would eliminate hardships, I could not say that they 
ire unintended hardships. It is a question of judgment for your com- 


iuittee whether those hardships are severe enough to warrant elimina- 
tion. 
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Mr. Mitts. Mr. Richmond, we have, as you point out, asked a num- 
ber of outstanding lawyers and accountants to serve as an advisory 
committee in the field of administration and enforcement of the tax 
laws, and the Chair would like to take occasion to are note the 
fact that the members of that advisory group have been very active, 
very diligent, and very helpful to the committee, and we expect that 
lasting benefits will result from the work that they are doing in an 
advisory capacity to the subcommittee, and at the same time, since you 
raise the question of subchapters C, J, and K, I would like to point out 
that we have also asked lawyers and accountants to advise with the 
subcommittee in those 3 areas in the hope that we can make such 
corrections as are deemed advisable in each of the 3 subchapters. 

Your material relating to those subchapters will certainly be made 
available to the members of these advisory groups. 

I shall see that the statement which you have made with respect to 
administration of the law is made available to Mr. Bogan and the 
other members of his advisory committee on enforcement of the law. 

Mr. Ricumonp. Might I just comment on your statement a moment, 
Mr. Mills? 

We are very much pleased that a number of those people serving on 
the advisory group are also active members of the section. We also 
offer our services in connection with your efforts on subchapters C, J, 
and K, if we can be of any assistance through our committees in those 
three fields. We are most anxious to help in that direction. 

Mr. Mitts. You also find that those members of those advisory 
groups are also very active in the tax section of the bar. 

Mr. Baker will inquire. 

Mr. Baxer. As I gather from your testimony, the only suggestion 
that the American bar has taken formal action on is No. 1? 

Mr. Ricumonp. It is the recommendation regarding carved out oil 
payments. 

Mr. Baxer. That isthe only one you actually approved ? 

Mr. Ricumonp. That is right. 

Mr. Baxer. I have glanced over your approving language and I 
do not quite understand the basis, and I am sure it is my fault. | 
get it clearly on the charitable point, but where is the double benefit 
on the carved-out payment that would make it ordinary income rather 
than capital gain ? 

Can you explain this to me? 

Mr. Ricumonp. Mr. Baker, I am afraid I cannot. I-would prefer, 
if you do not mind, to submit a statement from our natural resources 
committee, which will explain it better than I can. 

Mr. Baxer. About all you have in your draft here is a suggested 
statutory change ? 

Mr. Ricumonp. That is right. 

Mr. Baker. It does not go into the reasoning and support of it. 

Mr. Ricumonp. That is right. I might add this, that while we have 
taken formal action to approve the elimination of the benefits result- 
ing from carved-out oil payments, our committee was somewhat dis- 
turbed by some of the broad language in connection with item 1 in 
the subcommittee’s pamphlet because it may indicate a broader inten- 
tion on the part of the drafters of this pamphlet than simply the 
elimination of the benefit from carved-out oil payments. 
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Mr. Baxer. I want to be sure you understand me, and I am sure 

you do. 
’ On the charitable part of it, it is perfectly clear to me that if you 
exclude it and then take the benefit also, you have both an exclusion 
and a benefit which would indirectly, you might say, be two benefits. 
I see that very clearly. 

But now I carve out from a ;;th oil payment, let us say, a syd oil 
payment and I transfer that to you. I do not get the income from it. 
It seems to me that you get taxed on the income, or is the theory that 
I have gotten the whole and then take it out and give it to you and 
make it a double benefit? Isthat the theory ? 

Mr. Ricumonp. May I consult our natural resources committee and 
submit the answer later ? 

Mr. Baker. You understand my point ? 

Mr. Ricumonp. Yes, sir; I do. 

Mr. Baker. We had one witness here on the mineral end of it, but 
I do not think we have had anybody on the oil part of it. I think 
we ought to have some testimony on that. There is a difference 
between the mineral and the oil, I think. 

Mr. Ricumonp. I think that is part of the reason why our com- 
mittee has shown some concern about how far this proposal No. 1 will 
go, because if it goes beyond the scope of the bill which Mr. Mills 
introduced in the last Congress, some of our people would have grave 
doubts about it. 

We are submitting a letter in this group of letters that have to do 
with that particular aspect of recommendation No. 1, pointing out 
that if the matter is gone into, it is something that affects not only 
the oil industry but it cuts clear across the whole capital-gains problem. 

Mr. Baxer. That is what I am afraid of here on this No. 1. 

Mr. Ricumonp. It affects not only the oil industry, but other mineral 
industries, and the whole area of capital gains. 

Mr. Baker. Let us forget for a minute the charitable exclusion and 
take a concrete case that I have, let’s say, a one-sixteenth oil payment 
due me; that is subject to capital gain when I receive it when I get 
the money. I transfer to you a thirty-second, or half of what I have. 
When I get mine, it looks to me as though I should simply deduct your 
part and take my capital gain on my sixteenth, minus what I trans- 
ferred to you. 

Under my reasoning, you would be entitled to capital gains on your 
part and Ion mine. I cannot see the double benefit on that. 

I would like to have a succinct statement from somebody on that. 

Mr. Ricumonp. I will be glad to undertake to get that from some- 
body on our natural resources committee ? 

(The information requested follows :) 


AMERICAN BAR ASSOCIATION, 
SECTION OF TAXATION, 
Washington 6, D. C., December 7, 1956. 
Hon. Witsur D. MILLs, 
Subcommittee on Internal Revenue Taxation, Ways and Means Committee, 
New House Office Building, Washington, D. C. 


DEAR Mr. MILLS: During my testimony before your committee on November 
26, 1956, Representative Baker asked that we comment further on the “double 
benefit” aspect of the carved-out oil payment. I undertook to make such a 
comment after consulting with the chairman of the natural resources committee 
of the section. 
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Mr. Baker’s inquiry concerns the basic purposes of H. R. 9559, the American 
Bar Association legislative recommendation No. 1 under natural resources, 
and problem 1 of part 1 of the list of unintended benefits submitted to the sub- 
committee under date of November 7, 1956, all of which have a common objec- 
tive—to provide the proper tax treatment to be accorded so-called carved-out 
production payments. 

Frequently an owner of a mineral property or an interest in a mineral property 
will, through the assignment of a production payment, “carve out” by a sale 
a portion of his right to the mineral production therefrom, such as a right to 
receive the first $50,000 from oil production or the right to the proceeds from 
the first 10,000 barrels of oil produced from a property. Some court decisions 
have held that the proceeds received by the owner for this type of transfer or 
assignment constituted capital gain. It is believed that in reality such proceeds 
more properly are ordinary income, subject to depletion, and should not be 
entitled to capital gain treatment. The legislative recommendations would make 
this clear as to future transactions. 

The “carved-out” term is a short method of expressing the situation when an 
owner of a mineral property assigns the income or a portion thereof for a tem- 
porary period and yet retains his reversionary interest in the property out of 
which the assignment is taken. If the owner makes a complete sale of a frac- 
tional interest in his whole property, that is, he has no reversionary interest 
in the part of the interest sold, it is not a carve out and is not within the 
recommended legislation. 

In his inquiry, Representative Baker referred to the owner of a one-sixteenth 
oil payment. A, the owner of an oil payment entitling him to one-sixteenth 
of the production from a lease until he has received $100,000, sells one-half of 
his interest to B for $40,000. A can treat the $40,000 received from B as a capital 
gain (assuming no basis for his interest and all other capital gain factors 
present) and after such asignment. A reports the income from one thirty- 
second of the production belonging to the oil payment as ordinary income and 
B reports the income from the other one thirty-second interest belonging to the 
oil payment as ordinary income. 

Contrast the above situation with another in which A is also the owner of a 
one-sixteenth oil payment. If A collects the one-sixteenth oil payment due him, 
the proceeds will be ordinary income. But some cases have held that if A 
assigns one-half of his right to the oil payment to B for $8,000 until B shall have 
received a total of $10,000 from the interest assigned, the $8,000 which A receives 
from B would be capital gain. In this case, the American Bar Association 
proposal and H. R. 9559 would make it clear that the $8,000 received by A is 
ordinary income since in one sense it may be regarded merely as an assignment 
of future income which A would otherwise have received as ordinary income, 
subject to depletion. As Representative Baker suggests, there is no double 
benefit, and the legislative recommendations are not aimed at eliminating a 
double benefit—rather they are intended to make clear that the amount received 
by A on the sale of the oil payment is ordinary income, subject to depletion, and 
not capital gain. 

The legislative recommendations also cover the circumstances of carved-out 
production payments donated to charities. The recommendation would prevent 
the double benefit in such cases which arises from the exclusion from income 
of such carved-out production payment and at the same time, permits a charitable 
deduction for the donation. Other related fielfs and exceptions are covered by 
the legislative recommendation pertaining to these carved-out production pay- 
ments and are explained more fully in the material following our legislative 
draft, but the principal purpose of the suggested legislation is to prevent capital 
gain treatment for proceeds where the assignor has retained full interest in the 
larger property out of which the production payments are carved. 

I trust the foregoing answers the inquiry. 

Respectfully, 
Davin W. RicuMonp, 
Chairman, Section of Tawation. 


Mr. Mitts. Are you through, Mr, Baker ? 

Mr. Baxer. Yes. 

Mr. Mitzs. In connection with Mr. Baker’s inquiry, it would be 
helpful if you would also ask the committee in the preparation of the 
letter to set forth just what it is that the tax section of the American 
bar finds wrong with the subject matter which was included in your 
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resolution, and which was included in the bill that I introduced in 
the last session. 

What we were thinking about—and I believe you will verify this— 
was the artificial conversion of something that is ordinary income 
into capital gain, and that is all. We had not contemplated in that 
proposal the ABC type of arrangement which is questioned by Mr. 
Smith as a subject matter that the subcommittee might also want 
to look into. Is it the ABC type of arrangement that you feel might 
‘ut across the entire field of capital gains? 

Mr. Ricumonp. That is correct. 

You will find, I believe, Mr. Mills, that the draft suggested by the 
tax section, which is included in the gray pamphlet, is not substantially 
different from the bill that was before the Congress in the last session. 
We have made certain suggestions there, but they were more of a 
technical nature and clarifying nature than they were substantial. 

The problem that we have is exactly what you put your finger on; 
it is the next to the last paragraph eo one in the printed pamphlet 
where it says: 

It is suggested that the subcommittee may also want to examine various other 
arrangements by which minerals and oil and other production payments are 
sold after the taxpayer has previously disposed of operating interests— 
and so forth. 

Mr. Mus. That deals with the ABC type of arrangement which isa 
total ultimate disposition of interest, rather than carved-out dis- 
position. 

Mr. Ricumonp. That is right. 

As we understood it, the Mills bill was not addressed to that problem 
and neither is our resolution addressed to that problem, but insofar 
as the subeommittee might wish to take up that problem and do some- 
thing in furtherance of this suggestion of Mr. Smith, I think we would 
have something further to say along those lines. 

Mr. Mitts. It would be your suggestion that if the subcommittee 
should follow the suggestion in the pamphlet and decide to take up 
that seeond matter, that further consideration be given in public 
hearings? 

Mr. Rrcumonp. Most definitely. 

Mr. Mruts. I would agree with you that it would be well to have 
a hearings on that point before the subcommittee could take 
them up. 

Mr. Baker. Mr. Chairman, am I right that we have not had a wit- 
ness from the oil industry ? 

Mr. Ixarp. The statement that is furnished on this by the minerals 
committee will be furnished to each member of the subcommittee, I 
presume, Mr. Richmond, that Mr. Baker asked for? 

Mr. Ricumonp. Certainly. I trust the subcommittee will under- 
stand that, under our rules, what I will furnish you will not be the 
official view of the American Bar Association; it cannot be. But we 
will try to get for you something that will be useful as a matter of 
information. 

Mr. Ikarp. As I understood Mr. Baker’s question, and I may be 
wrong, it was more of an explanation of your present position. 

Mr. Baker. Basic reasoning. 

Mr. Ixarp. He asked to be furnished with the basic reasoning for 
your present position. 
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Mr. Miuis. Mr. Richmond, the conclusion of your group is that 
the oil payment arrangement which occurs as a result of court de- 
cisions such as those in the Hawn and Norden cases, is an unintended 
benefit or loophole in the tax law? 

Mr. Ricumonp. Yes, sir. 

Mr. Mitts. Are there any further questions? 

Mr. Ixarp. I think it has already been brought out, but your 
group feels that without further hearings, any action now should be 
confined to the carved-out situation rather than the ABC and others? 

Mr. Ricumonp. Yes, sir. 

If the committee decides to go into the other transactions in accord- 
ance with the suggestions of “Mr. Smith, we feel strongly that not 
only the oil industry but the other groups affected should be heard. 

Mr. Mitts. I am thoroughly in accord with Mr. Richmond’s 
suggestions there. 

‘Are there any further suggestions ¢ 

If not, Mr. Richmond, we appreciate your appearance and the in- 
formation given the subcommittee. We appreciate your bringing these 
gentlemen with you. 

Mr. Ricumonp. Thank you, gentlemen. 

Mr. Miuts. It is the Chair’s understanding that Mr. Walter May- 
nard must leave the city within a few minutes and desires to appear as 
soon on the schedule of witnesses as possible this morning. 

If there is no objection, the Chair will recognize Mr. Maynard 
next. 

Mr. Maynard, you are recognized. Please identify yourself for 
the benefit of the record. 


STATEMENT OF WALTER MAYNARD, NEW YORK, N. Y. 


Mr. Maynarp. Mr. Chairman and members of the subcommittee, my 
name is Walter Maynard. I am a partner in Shearson, Hammill & 
Co., of 14 Wall Street, New York, N. Y. 

While I am presently the chairman of the committee on taxation 
of the Investment Bankers Association and a governor of the New 


York Stock Exchange, I am appearing here today personally and 
not in any official capacity. 


I would cm to comment on the item listed as substantive unintended 
henefit No. 7, found on page 4 of the staff report to this subcommittee 
dated Nov Ae 7,1956. This part of the report reads as follows: 


7. Use of short sales to postpone recognition of capital gain. 

Under present law it is possible for a taxpayer by the use of short sales to ter- 
minate his risk in the stock market, withdraw a substantial portion of his funds, 
and yet postpone for an extended period of time any realization of capital gain. 
A taxpayer who has held for more than 6 months a number of shares of stock 
which has appreciated in value may sell short the same number of shares of 
stock which has appreciated in value. By depositing with his broker the stock 
he already holds, the taxpayer can obtain from the broker a substantial portion 
of the proceeds from the short sale. The taxpayer in this case is almost as well off 
as if he had sold his stock outright since he has terminated any further risk in 
the market. However, until he orders the delivery of his stock to cover the 
short sale, no capital gain is realized for tax purposes. 

The Treasury suggests that the subcommittee consider denying the unreason- 
able postponement of capital-gains tax where a taxpayer sells stock short when 
he already holds shares of the same security. Any action taken might be made 
effective with respect to short sales occurring after the date of this report. 
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The crux of this matter seems to be that objection is raised to the cir- 
cumstances that the taxpayer may— 


withdraw a substantial portion of his funds, and yet postpone for an extended 
period of time any realization of capital gains. 

With respect to the first part of this quotation, namely, that “the tax- 
payer may withdraw a substantial portion of his funds,” under pres- 
ent regulations of the Federal Reserve Board the taxpayer may, under 
the circumstances described, withdraw 30 percent of his fends in the 
form of a loan against collateral. Therefore, the statement that “the 
taxpayer * * * is almost as well off as if he had sold the stock out- 
right” is not factual. Moreover, the ability to obtain a loan is some- 
thing that he enjoys even if he doesn’t make the short sale described. 

Why should this right to borrow on collateral be objected to merely 
because he has taken steps to limit his risk ? 

The second half of the above quotation concerns postponing “for an 
extended period of time any realization of capital gain.” Here we 
come to one of the concepts which lies at the heart of the economic 
reality of capital-gains taxation. This concept is that the capital- 
gains tax is not a tax on capital gains but a tax on the realization of 
capital gains; the holder of any asset in which a gain exists at all 
times has complete freedom of action as to whether or not he will incur 
a capital-gains tax liability and may postpone realization of capital 
vain for as long as he likes. 

Since he already has complete freedom in this respect, the attempt 
suggested by the Treasury to restrict the taxpayer’s use of a sabety 
resorted to device for shifting the time at which the capital-gains tax 
becomes payable would not result in any additional tax revenue. In 
fact, since the taxpayer, in employing the device of short sales against 
stock already held, is acting in what he considers to be his own best 
interest, revenues to the Treasury in the event the practice were ended 
would probably be decreased. 

In order to make what we are talking about clear, let’s consider a case 
in which a taxpayer would find it desirable to make a short sale of a 
stock which he already holds, and I emphasize such cases are rather 
unusual, 

Mr. A is a businessman who will retire at the end of this year. This 
year he has been paid a large salary and will be in a high income-tax 
bracket. Next year his salary will end, and he will be in a low-tax 
bracket. His capital-gains-tax liability on a long-term gain this year 
would be the maximum of 25 percent. Next year it will be lower, half 
the rate applicable in his tax bracket, possibly as low as 10 percent. 

Mr. A holds 100 shares of X YZ stock, bought 10 years ago at $40 a 
share. He sees it selling at $80 and concludes that this is too high a 
price, and that the price will probably decline. He recognizes that 
if he sells the stock now, he will incur a capital-gains-tax liability of 
$10 per share, or 121% percent of his capital. If he waits until next 
year and the price of the stock remains at $80, his capital-gains-tax 
liability will be only $4, or 5 percent of his capital. At this point he 
is sure that next year his tax ability will be less; he suspects that the 
price of XYZ stock may go lower, but he cannot be sure. 

Under present law he takes his 100 shares of X YZ stock to his broker 
and arranges for a short sale in the usual manner. He reasons that 
next year the price of the stock may be higher, or it may be unchanged, 
or it may be lower. 
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If the <a of the stock next year is higher, he will cover his short 
position by a purchase and accept a short-term loss. If it is un- 
changed, he may feel that the period of risk is passed, or that his 
judgment was wrong, in which, case he will again cover his short sale 
by a purchase in the market and leave his original commitment un- 
disturbed. In the event that the price has declined, he may either 
deliver the stock he purchased 10 years ago in order to cover the short 
sale, in which case he will incur a long-term capital gain, taxed at a 
relatively low rate, or he may elect to cover the short sale by a pur- 
chase and, feeling that the risk of further decline in his shares has 
now ended, retain his long-term holding. 

If, as the Treasury suggests, he were denied the opportunity of 
making the short sale, he undoubtedly would not sell at all in the 
proses year and incur maximum tax liability. Only if the stock were 
1igher or unchanged next year would he be tempted to make a sale, 
which is the only action which would bring revenues to the Treasury. 

This example makes clear the basic nature of the capital-gains tax 
and lays bare its economic power. In the case which we have dis- 
cussed, the man who bought his stock long ago, at a lower price, by 
making a sale in a year in which he has a high income incurs a loss of 
1214 percent of his capital. The act of making a sale thus causes him 
to incur what is, in effect, a very heavy capital Save Only under most 
unusual circumstances will he & willing to incur this capital levy, and 
thus the effect of the tax is to lock him into his holding, while revenues 
to the Treasury are nil. 

On the other hand, if we were to consider the case of a different man, 
who brought his stock, let us say, 9 months ago at $72 and now sees 
it selling at $80, a sale in his case would cause him to incur a capital- 
gains tax of only 2 points, or 214 percent of his capital, although it is, 
of course, 25 percent of his gain. This man would thus incur a loss 
of capital at a rate which might be low enough to be considered merely 
a transfer tax and therefore not high enough to deter him from selling. 

Thus, the capital-gains tax is a blend of a capital levy—which no- 
body has to pay—and a transfer tax. The proposal of the Treasury 
to deny to taxpayers the right to use the device of a short sale in order 
to permit choice of the most advantageous time for payment of the 
capital-gains tax would not add to revenues. It would merely result 
in the ending of a practice which now in some small measure con- 
tributes to the liquidity of the capital markets. 

It is respectfully suggested that your subcommittee take no action 
on substantive unintended benefit No. 7. 

Mr. Mit1s. Does that conclude your statement ? 

Mr. Maynarp. That concludes my statement, sir. 

Mr. Mitts. Are there any questions ¢ 

Mr. Srwpson. Mr. Chairman? 

Mr. Mus. Mr. Simpson will inquire. 

Mr. Stmpson. I cannot quite see the point here. 

The short sale would apply to any stock, would it not, whether 
you had a big capital gain or not?’ How would we distinguish here 
and who would determine this unreasonable postponement of the 
capital-gains tax? 

Would that be determined by the taxing agent? 
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Mr. Maynarp. Why, it could be determined by the taxing agent or 
it could be determined by regulations or it could be determined by 
statute, I expect. 

Mr. Suapson. If I own the stock, in the final analysis it is a question 
of whether I want to? 

Mr. Maynarp. Yes, sir. 

Mr. Stupson. If we adopted this, it would mean, “Simpson, you 
dare not use this stock as you want to”? 

Mr. Maynarp. Right. Your ability to use the stock is already re- 
stricted by the regulations of the Reserve Board, and this would re- 
strict them further. 

Mr. Srupson. Yes. 

Mr. Mitts. Any further questions ? 

Mr. Maynard, the Chair understands that you desire to catch a 
plane at 11: 30% 

Mr. Maynarp. 11:45, sir. 

Mr. Mus. We appreciate having you this morning and the in- 
formation given the committee. 

Mr. Maynarp. I appreciate your consideration. 

Mr. Mitts. Our next witness is Mr. Charles W. Tye. 

Mr. Tye, please come forward and identify yourself for the pur- 
poses of the record. 


STATEMENT OF CHARLES W. TYE, OF JOSEPH FROGGATT & COM- 
PANY OF NEWARK, N. J., ON BEHALF OF THE NATIONAL ASSO- 
CIATION OF INSURANCE AGENTS, NEW YORK, N. Y. 


Mr. Tyre. Mr. Chairman and members of the committee, I am 
Charles W. Tye, attorney and special tax counsel to the National As- 
sociation of Insurance Agents. 

My statement is made on behalf of the National Association of In- 
surance Agents, a voluntary membership association, numbering in 
excess of 32,000 insurance agency members. Included in this mem- 
bership are an estimated 150,000 individuals duly licensed by the re- 
spective States who are proprietors, partners, or corporate principals 
in the firms and corporations which comprise said insurance agency 
members. 

The agencies represented by this association are almost entirely in 
the category of small business. They are independent businessmen 
who specialize in the production and servicing of policies of fire, 
casualty, surety, marine, and all other lines of general insurance for 
clients, ranging from the smallest householder or automobile owner 
to the largest industrial corporation. 

We sincerely appreciate the opportunity to appear before the Sub- 
committee on Internal Revenue Taxation of the Committee on Ways 
and Means in order that we may respectfully urge that this committee 
make every effort to enact in the next Congress substantive provisions 
along the line of those contained in repealed sections 452 and 462 of 
the Internal Revenue Code of 1954. 

Certain sound tax accounting provisions contained in those sections 
are especially appropriate to the accounting operations of the average 
insurance agency. In fact, the financial statement of an insurance 
agency would more accurately reflect the financial status of the 
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agency under the accounting theories expressed in those two sections, 

The precedent for the present tax accounting rule for insurance 
agencies was set in ae 34 by the Supreme Court in ‘the case of Brown v. 
Helvering (291 U.S. 193). In this case the insurance agency, for good 
business reasons, had sought to maintain its accounting records on a 
basis which would more ac ccurately reflect the income and expenses for 
each taxable year. It proposed two alternative methods to achieve this 
purpose. 

One method was through setting up a reserve on the basis of past 
experience for its liability to return commissions on account of can- 
cellations subsequent to the year when policies were written and com- 
missions were received. 

The other proposed alternative method was to prorate commissions 
received in advance over the term of the insurance policies. 

The decision of the United States Supreme Court, based largely 
upon the “claim of right” doctrine and the precedent of the North 
American Oil Consolidated case (286 U.S. 417, 52 S. Ct. 613, 76 L. ed. 
1197), denied to the insurance agency these tax accounting treatments. 

sy reason of the precedent of the Brown case, insurance agencies have 
been denied the accounting treatment which would most clearly re- 
flect their income in each taxable year. 

That the present application of the tax laws to insurance agencies 
causes inequities can be illustrated by a brief summary of one set of 
circumstances which would lead to an inequitable result as follows: 

The typical insurance agency writes a substantial percentage of 
insurance policies for its assureds on the term-rule basis. On term- 
rule business, the entire premium is prepaid and the agency receives 
its entire compensation at the outset of the policies which it has a 
liability to service for the entire term up to 5 years. 

A term policy is popular with assureds because a premium saving 
up to 20 percent for a 5-year policy can be made. The premium on 
term policies for a commercial or manufacturing client can be sub- 
stantial, and in the year of receipt of commissions the insurance 
agency may be thrown into an abnormally high tax bracket. 

“By the terms of its contracts with the insurance companies which 
it represents, the insurance agency is required to return a propor- 
tionate part of the commissions originally received in the event cover- 
age is canceled or reduced during the term of the policy. In all 
cases where the term rule is involved, the insurance agency is sub- 
ject to a potential distortion of its tax liabilities. 

The distortion results, in part, from the following factors: 

(1) Where the insurance agency has received its entire compen- 
sation in advance for a term policy of up to 5 years, and expends 
substantial amounts in servicing the policies for the entire term, the 
sounding accounting objective of relating income and expenses as 
closely as possible in the same taxable year is unavailable. The result 
is a peak-and-valley situation which ordinarily results in an abnor- 
mally high tax liability. 

(2) The peak-and-valley situation is distored further in the event 
that the coverage is reduced or canceled before expiration of the 
policy, with subsequent return commissions by the agency. In this 
situation, it has been placed in an abnormally high ‘tax bracket in 
the year when compensation was received; it has made substantial 
expenditures in serving the policy prior to cancellation, and it has 
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repaid substantial sums in the lower tax bracket year of cancella- 
tion. 

The most equitable tax accounting treatment to alleviate the peak- 
and-valley situation which I have described could be obtained by 
allowing insurance agents to prorate income in the form of commis- 
sions Which relate to policies of insurance which will not expire 
until the expiration of a term of up to 5 years. This, we believe, was 
contemplated in repealed section 452 of the 1954 Code. 

Also of assistance to insurance agencies in more equitable tax 
accounting would be an alternative elective provision which would 
recognize “for tax purposes reasonable additions to a reserve for lia- 
bilities to repay commissions received in one year, upon cancellation 
with resulting return commissions in a subsequent year. 

In this connection, we note a bill introduced by Congressman 
Simpson in the House of Representatives, 84th Congress, ‘ 2d session, 
H. R. 10833. This bill specifically recognized a reserve for liabili- 
ties to repay commissions In proposed section 462 (f) (5). 

We also urge that advance term commissions received on 3-year, 
5-year, or other term policies to defer income be specifically listed 
in the event that there is a listing in the statute of items which would 
qualify. 

In the case of a typical insurance agency such as those which 
are members of this organization, liabilities are present throughout 
the entire term of an insurance policy, and if the policy has a term 
of 5 years, the insurance agency has liabilities in connection with 
that policy for 5 years, although the entire compensation relating to 
the policy has been received in the year of issuance. 

Such liabilities of an insurance agency are not only applied by con- 
tractual provisions, but also include liabilities which arise by virtue 
of the common law in the day-to-day operations as well as accepted 
custom and usage surrounding the conduct of an insurance agency 
business. 

For example, the insurance agency status carries with it all « 
the attendant common law and statutory liabilities and duties of : 
agent to his principle, the insurance company, during the entire ilies y 
term. The status of an agent also carries with it a multitude of com- 
mon law liabilities to the assured, because it is the custom of the 
business that the agent shall assume liabilities to his assured as a 
condition of his continuance in the business. These common law 
duties to both principal and assured are present throughout the entire 
term of a policy. There are numerous court decisions which have 
applied such liability to a typical insurance agent. 

Referring to the present status of tax decisions and rulings on the 
question of deferral or prepaid income and the establishment of re- 
serves for estimated expenses, it is significant that in recent years 
there has been evidence of reluctance on the part of the courts to 
expand the “claim-of-right” doctrine to a degree which would continue 
the distortions inherent in the arbitrary applic ation of the doctrine. 

For example, in a recent case involving an insurance agency. ew 9 
Glover Realty and Insurance Company, v. Commissioner (13 'T. C. 95, 
aff'd. 184 F. ( 2d) 833). the decision of Brown v. Helverina. ii was 
distinguished in determining when income had been received for tax 
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purposes, based largely on a showing of services to be rendered by 
the insurance agency. The court stated: 

The facts are, however, that the commissions were not fully earned, because 
of petitioner’s obligations to service the policies over their full terms. 

Similarly, in the recent case of Beacon Publishing Company v. 
Commissioner (218 F. (2d) 697), decided by the United States Court 
of Appeals for the Tenth Circuit, the court did not follow the ra- 
tionale of Brown v. Helvering. 

The question presented in this case was whether sums received for 
Perper newspaper subscriptions should have been included in the 

taxpayer’s income for the year in which they were received or pro- 
rated over the unexpired subscription period. 

The court declared that the obvious purpose of sections 41 and 42 
of the 1939 Internal Revenue Code was to obtain from the taxpayer a 
return reflecting its true income and to treat income received and de- 
ductible disbursements consistently. The court, as a practical matter, 
repudiated the “claim of right” doctrine as being inapplicable to many 
types of situations theretofore subjected to the ‘doctrine. 

Rigid application of the “claim of right” doctrine would, in the 
court’s opinion, result in a distortion of the taxpayer’s taxable income 
in most cases. The court stated: 

Plainly, section 42 (Internal Revenue Code of 1939) contemplates that prepaid 
sums can be returned in a year other than when received. It says that income 
shall be included in the taxable year received, “unless under methods of account- 
ing permitted under section 41, any such amounts are to be property accounted 
for as of a different period.” This is not a case where the Commissioner has 
exercised his broad discretion to require a taxpayer to adopt an accounting 
method which will clearly reflect income, but is one in which he has improperly 
applied a legal principle. 

The majority opinion in the Beacon Publishing Co. case expressed 
grave doubts as to the applicability of previous decisions affecting the 
time when income should be taken into account for tax purposes and 
forcibly expressed the view that tax provisions of the law should be in 
harmony with generally accepted accounting principles. 

In full realization of this desirable objective e, it is essential that 
Congress express its intent to the end that taxpayers will not arbi- 
trarily be discriminated against. 

It is submitted that insurance agency taxpayers are fully eligible 
for treatment in line with former section 452, because the manner of 
accounting afforded therein will most accurately reflect, for tax 
purposes, insurance agency income. 

It is significant also that other eases have been decided by various 
circuit courts of appeal along the constructive lines of the Beacon 
Publishing Co. case. 

For example, in Pacifie Grape Products Company v. Commisisoner 
(219 F. (2d) 862), decided by the United States Court of Appeals for 
the Ninth Circuit, the taxpayer accrued the sales price of canned goods 
sold on December 31, and at the same time deducted the estimated 
cost of labeling and preparing the goods for shipping and brokerage 
fees to be p: aid the following year. 

The Tax Court, with six judges dissenting, accepted the Commis- 
sioner’s view that the deduction should be disallowed (17 T. C. 1097). 
The court of appeals reversed, saying: 
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Not only do we have here a system of accounting which for years has been 
adopted and carried into effect by substantially all members of a large industry, 
but the system is one which appeals to us as so much in line with plain common- 
sense that we are at a loss to understand what could have prompted the Com- 
missioner to disapprove it. Contrary to his suggestion that petitioner’s method 
did not reflect its true income, it seems to us that the alterations demanded by the 
Commissioner would wholly distort that income. 


Also, in the case of Schuessler v. Commissioner (230 F. (2d) 722) 
decided by the United States Court of Appeals, Fifth Circuit, there 
was in issue a decision by the Tax Court disallowing a deduction repre- 
senting a reserve set up by taxpayers, while keeping their books on the 
accrual basis, to represent their estimated cost of car rying out a guar- 
anty, given with issue of the furnaces sold by them during the year, 
to turn the furnace on and off each year for 5 years 

The circuit court upheld the taxpayer’s ‘method of accounting, 
saying that his method came much closer to giving a correct picture 
of his income than would the arbitrary system dictated by the Com- 
missioner. Thecourt said: 

We find that not only does it not offend any statutory requirement, but, in fact, 
we think it is in accord with the language and intent of the law (sec. 41 of 19: 39) 
Code). Clearly what is sought by this statute is an accounting method that 
most accurately reflects the taxpayer’s income on an annual accounting basis. 

The decisions of the Tax Court and of the several cireuit courts of 
appe: mi are not uniform on the subject of tax accounting, which creates 
considerable uncertainty and hardship on many taxpayers. It is 
gratifying to note, however, that a number of circuits which are pri- 
marily concerned with the basic principle and objective of charging to 
each year’s Income reasonably ascertainable future expenses necessary 
to earn or retain the income, have permitted the accrual of certain 
items of future expenses. 

We urge that this committee give serious consideration to the need 
for definitely establishing in the tax laws substantive provisions for 
deferring and prorating term commissions over the period of the 

policy. Such provisions would alleviate present inequities affecting 
those small-business men who operate insurance agencies. 

Thank you. 

Mr. Mixts. Does that conclude your statement, Mr. Tye? 

Mr. Tyr. Yes, Mr. Chairman. 

Mr. Mus. Are there any questions? 

Mr. Tye, let me be perfectly clear as to what you are suggesting 
that we do in order to permit your established accounting procedures 
and practices to operate in this field. 

You refer to both 452 and 462? 

Mr. Tyr. That is right. 

Mr. Mitis. Would we have to legislate in order to take care of the 
situation which these insurance agents face? 

Mr. Tyr. We would prefer that, although, from the standpoint of 
the agent, the prorating of the commission under 452 would be much 
more preferable. 

Mr. Miutxs. How could we provide for the proration of the com- 
mission to carry out the objective which you had in mind, Mr. Tye 

Mr. Tye. Well, most insurance policies written on the term rule 
are written for either a 3- or 5-year period, and except in the field of 
installment finance business, where the commission is not paid until 
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the premium is collected, the total commission is paid to the agent in 
the year in which the policy is written. Consequently, it seems to us 
that a rather simple for mula could be worked out whereby, as the com- 
mission comes in, it could be prorated over the term of the policy ; that 
is, if it was a 3-year policy you would epee one-third in the year of 
receipt and one-third in the subsequent 2 years. A 5-year policy would 
be the same situation, only you would report over a 5-year period. 

Mr. Mirxs. Mr. Tye, is that situation somewhat comparable to that 
which the magazine publisher has? 

He may sell subscriptions to a magazine for 3 years, and he desires 
that the subscription be prorated over the 3-year period. Is what you 
are talking about somewhat comparable to that # 

Mr. Tye. It is also quite comparable to that, and also quite com- 
parable to a provision in reverse in the law, which permits a lawyer, 
for example, who may get a fee after working for 3 years on a case, to 
prorate it back. 

We are asking for a projection, in effect, of that very same principle. 

Mr. Mitts. Well, that is somewhat comparable in reverse ? 

Mr. Tye. That is right. 

Mr. Miits. Because the lawyer gets compensated at the end of the 
period ? 

Mr. Tye. That is right. We get it over the service of the policy, 
and at the moment the Supreme Court has prevented, No. 1, us from 
either deferring the income or deducting a reserve for commission 
based on the experience of the agent, in the event of cancellation, and 
the agent having to return part of that commission. 

Mr. Mitis. If we should provide a new subsection in 452 for pro- 
ration of that income, then would it be necessary for us to do any- 
thing in the field of 462 to take care of your situation ? 

Mr. Tye. I am inclined to think that we would be all right under 
452 through proration, except that under present accounting methods, 
most agencies carry a reserve for returned commissions, that is, their 
obligation to return commissions in the event of cancellation. 

We would prefer to have both possibilities. However, I would 
think that a company would have to elect one or the other. In other 
words, you either would come in under 452 and consistently defer, or 
you would « come in under 462 and merely set up a reserve without the 
right to def 

My own view is that the agents would be very happy with a section 

452 deferral, even though we could not get the alternate expense de- 
duction on the commission-reserve phase of it. 

Mr. Mitts. Mr. Tye, have you made any estimate of what the pos- 
sible effect on revenues would be of the proration of the premium over 
the life of the policy ? 

Mr. Tye. I think it would be very difficult to hazard a guess. We 
have up to 150,000 taxpayers involved in this. To get a survey of the 
peak and valley situation countrywide, I suppose would be possible. 

My own view, once you get on the system it should not involve too 
much revenue. 

Mr. Mixxs. In other words, only a small percentage of the business 
is done on the basis of 3- or 5-year term ? 

Mr. Tyr. I would say the majority now is 3 and 5. 

Mr. Muus. It might have some serious effects upon revenue then 
if the majority of business is done on that basis. 
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Mr. Tye. I would not think once you get on the system any more 
than any deferral of income after ‘the first year, because it keeps 
coming in each year. 

Mr. Muss. It is the first year or two that would be disturbing from 
the point of view of the effect upon revenue. 

Mr, Tyr. That is right. 

Mr. Mitis. You do not think it would be of a material effect ? 

Mr. Tyre. I would not think so in the overall revenue picture. 

Mr. Mitts. But it would apply to all those who sell in this manner. 

Have you made any estimates of how extensive the relief would be, 
and therefore how extensive the effect would be upon revenue ? 

Mr. Tye. Well, we have received correspondence from practically 
every agency in the countr y, who are vitally interested in this program. 
We are quite serious about it and urged it at the last session of Con- 
gr ess, 

Of course, 452 and 462, we thought, did give us relief. 

Mr. Mitts. I had always understood, Mr. Tye, that the effect upon 
revenues would be rather substantial, and since it is likely to be sub- 
stantially, not just applied to your own operations or those ‘membe rs of 
your own association, but to all people who are in comparable cireum- 
stances and who would be entitled to comparable relief, then in order 
to initiate the program, it seems to me that we must have some other 
bit of language or something in the statute that would limit the effect 
revenuewise. 

Mr. Tye. I think you are absolutely right, Mr. Chairman. That was 
" reason that the section was repealed in the first place. 

I do not know whether I could comment on the reasons and the 
amounts of revenue, what they were made out to be, but it seems to me 
that we would be very happy with a transition period so that the impact 
would not be too heavy in the first year. 

What we are anxious to get on is a basis which the Supreme Court 
has so far denied us, and which we think through subsequent court 
decisions has whittled away the basis for that decision. 

Mr. Mitts. In other words, you would be perfectly satisfied if this 
program could be undertaken even though it was limited ? 

Mr. Tyr. Absolutely. Even up to 5 years we would be happy 
with it. So long as we ultimately get on a system we can figure our 
expense and income on a sound income-tax basis. 

Mr. Minis. Are there any further questions? 

If not, Mr. Tye, we thank you for your statement. 

Mr. M. O. Ryan, in behalf of the American Hotel Association. 

Come around, please. Will you please identify yourself for the 
purpose of the record? 


STATEMENTS OF M. 0. RYAN; C. VERNON KANE, CERTIFIED PUBLIC 
ACCOUNTANT; AND WILLIAM F. MOSCA, ON BEHALF OF THE 
AMERICAN HOTEL ASSOCIATION 


Mr. Ryan. Mr. Chairman, I am M. O. Ryan, Washington repre- 
sentative, American Hotel Association. We represent roughly 70 
percent of all the hotel rooms in the country. 

Mr. Mixts. Will you identify the gentlemen with you for the pur- 
pose of the record ? 
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Mr. Ryan. I shall, sir. One at a time. Each of them will speak 
briefly, our complete time will not be more than 10 or 12 minutes. 

Mr. Mizxs. Do you have printed statements for the committee? 

Mr. Ryan. They will appreciate having the privilege of filing a 
written statement, but they would like to speak orally to save time. 

Our industry is guided day to day in the whole field of taxes by 
two national accounting firms and each of those firms is represented 
today and we would like the privilege for each of them to speak to one 
item on your agenda, sir. 

I suppose each witness who speaks before you feels that his group 
is unique, and in some respect singular, so that there will be a particular 
impact from some proposed statute. 

We, too, have that feeling this morning with reference to these two 
items on your agenda. 

As you know, in your own State, sir, some of the fine hotels of the 
country represent an unusual amount of capital investment in land, 
buildings, supplies, equipment, and so forth. 

Because of that situation it is not unusual for us to experience a 
heavy mortgage in connection with the ownership of those properties. 
So any legislation in the field of depreciation, or heavily mortgaged 
properties, would have a very substantial Bes upon us. 

Now, we admit that there may be areas of abuse in sections 8 and 
12 to which we address ourselves, but it is not characteristic of your 
committee nor of the Congress to attempt a punitive method of cor- 
recting an abuse. 

Our legal counsel and our accounting firms do believe that the 
statute as it reads today has all the needed safeguards. 

They also believe that the Internal Revenue Service has full author- 
ity to look behind the facts, and where there is a misstatement or any 
fraudulent representation they have all the needed authority to correct 
that and to assess the proper level of tax. 

So, Mr. Chairman, I would like the privilege of presenting to you 
the first of our two witnesses who will speak for just a few moments, 
addressing himself to item No. 8 on your agenda. This gentleman is 
Mr. C. Vernon. Kane, from Fort Lauderdale, Fla. He is senior 
partner in charge of technical work for the national accounting firm 
of Horwath & Horwath, Mr. Kane. 

Mr. Mitts. Mr. Kane, you are recognized. 

Mr. Kane. Thank you. 

I am talking on point 8, the improvement of properties subject to 
renewable leases. 

I object to this proposal, at least, on the grounds that the sugges- 
tion is made that where a lease is not renewed any unrecovered cost 
would then be deductible in the same manner as an abandonment loss. 

Now, that is no good as regards the typical tenant who did abandon 
his lease because the abandonment loss would be deductible only in 
that year that it was suffered. He would, therefore, have no way in 
which to carry that loss backward or forward in accordance with the 
carry-back and carry-forward provisions. 

The possibilities, therefore, are that a taxpayer could lose deduc- 
tions for as much as half the cost of the leasehold improvement, 
depending on the terms of the lease, of course. 
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Now, as regards the circumstances in which a taxpayer might decide 
not to renew a lease, I think that modern practice of leasing land 
tends to make those circumstances such that taxpayers might not 
renew leases for this reason. 

Quite a few land leases now being made are made with provisions 
for acceleration of rents upon the renewal of the lease, or the option 
to renew the lease. Those acceleration provisions generally permit 
a renewal provided a lease rental is increased in accordance with a 
cost-of-living standard or some other sort of index. 

So that the chances of a tenant abandoning his lease after the 
basic term are much greater in modern practice. than they have been 
under past practice. 

I think also it is worth while pointing out that any taxpayer who 
uses the period of the lease for the purpose of writing off his lease- 
hold improvements must do it on a straight-line amortization basis. 

Therefore, he is denied the right to use the accelerated deprecia- 
tion methods permitted under the 1954 Code, which, I think, in itself 
is somewhat of an automatic stop on taxpayers from trying to write 
off improvements over the leasehold term. 

I think the facts in each case are important, and the Internal Reve- 
nue Service, in my experience, has done a very good job of stopping 
the abuse of this practice of seeking to write off improvements over a 
term which is unrealistic. 

Thank you. 

(Mr. Kane’s prepared statement follows :) 


STATEMENT oF C. VERNON KANE 


I appreciate having a few minutes before this subcommittee in order to present 
the views of hotel leaders generally. My name is C. Vernon Kane, a partner im 
the accounting firm of Horwath & Horwath. The comments I wish to make 
reflect the combined thinking of many hotel owners who whom I have talked 
and the considered judgment of technical advisers to the American Hotel 
Association. 

Paragraphs 8 and 12 of part 1 of so-called substantive unintended benefits or 
hardships refer to depreciation and amortization of fixed assets. The hotel 
industry is characterized by the extremely heavy investment in depreciable 
assets, therefore, any proposed changes in existing law represent matters of 
deep importance to hotels. 

Prior to dealing with the two paragraphs individually, I wish to point out that 
they appear to deal with what are referred to as unintended benefits. It is no 
secret that occasionally benefits are found in the broad framework of income- 
tax law by taxpayers who deliberately engage in transactions designed to avail 
of unintended benefits. But these represent a very small minority of the whole, 
and it is one of the functions of the Internal Revenue Service to police such 
taxpayers. We respectfully submit that legislative action is desirable only when 
unintended benefits are found to apply to such a large segment of taxpayers that 
Internal Revenue admits substantial defeat in controlling them. In our opinion, 
the Internal Revenue Service has not demonstrated sufficiently wide application 
of specified unintended benefits to justify such sweeping changes in the prin- 
ciples of income taxation. 


8. Improvements on property subject to renewable leases 
The proposal of this section-may be simply stated as a recommendation te 
require taxpayers to ignore renewal clauses in leases as such clauses affect the 


computation of depreciation of leasehold improvements. For example, supposé 
a taxpayer leases land for 20 years with an option to renew the lease for another 
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20 years, and a building is constructed on the land. Under present tax treatment 
the building is depreciated over a period of 20 years unless there is clear evi- 
dence that the lease renewal will be made. In such case, the depreciable period of 
the building is fixed at its estimated life or the 40 years’ lease period—whichever 
is the shorter. 

It is now proposed that the entire period of the lease must be used to compute 
depreciation. In effect, this recommended change tells taxpayers there is no 
longer any possibility of recovering the cost of depreciable assets ratably over 
the original term of a lease. The report recommendation goes on to suggest that, 
if a lease is not renewed, the unrecovered cost of depreciable improvements 
should be treated as an abandonment loss. 

It is respectfully submitted that this proposal is unrealistic for the following 
reasons: 

First. It gives no recognition to the business soundness of taxpayers in 
negotiating leases with renewal options. 

Second. It contradicts the tax principle of arranging a ratable writing off 
of assets used in a trade or business. 

Third. The proposal reflects an effort to unnecessarily minimize Internal 
Revenue problems by the use of sweeping legislation. 

We regard the proposed change to represent a strong implication by the Treas- 
ury that none but tax considerations apply to arranging a lease for a basic period 
plus renewal options. Such an implication is fundamentally unsound. Very 
frequently the renewal options are granted only with a related agreement that 
lease rental will be renegotiated at the beginning of each option period. Modern 
practice on land leases is to have the rental be renegotiated on the basis of a 
reappraisal of the land or by reference to cost of living or other economic indexes. 
Thus, a businessman does not know today whether he will find it economically 
sound to renew a lease at the expiration of its basic period. In our opinion, it is 
very unrealistic to require him to commit himself to a depreciation period of 
leasehold improvements for a period of longer duration than he can at that time 
determine to represent his intention to continue the lease. 

This observation prompts our second objection to the proposal; namely, that, 
if adopted, it will put into effect situations where there is no ratable writeoff 
of the cost of leasehold improvements. Instead, there will have to be an aban- 
donment loss at the expiration of the lease. This will have the effect of creating 
unusable deductions in a single year. Because an abandonment loss is not an 
operating loss, it cannot be carried back or ahead against other years of taxable 
income—all of which means that a taxpayer could lose deduction for a substan- 
tial part of his investment in fixed assets. 

We believe it is important to point out that any taxpayer who adopts a useful 
life estimate equal to the shorter period of an original lease automatically penal- 
izes himself because this denies him the wide benefits of declining-balance 
depreciation permitted by the 1954 act. We believe that such a situation auto- 
matically prompts every businessman to use the depreciable life of an asset rather 
than to avail himself of the present opportunity to use the shorter lease period. 

Our final objection to the proposal rests upon our belief that it is designed 
to legislate away surmountable administrative problems of Internal Revenue. We 
acknowledge that some taxpayers have established leasehold terms solely to 
enable fast writeoff of leasehold improvements. But, to penalize all in order to 
eliminate an auditing problem of the Internal Revenue Service does not seem to 
represent a sound legislative policy. 

12. Depreciation on heavily mortgaged property 

We respectfully submit that this recommendation offered by the Treasury 
applies to such a limited scope of situations that any legislative action will result 
in penalizing an exceedingly wider scope of situation in which there is no deep- 
seated and premeditated effort to obtain an unfair tax position. 

The suggestion is made in this recommendation that personal liability must be 
assumed on some mortgages in order to justify a full basis of depreciation. 
Manifestly, such a requirement contradicts a fundamental business policy of 
avoiding personal liability whenever possible. Any action to change this would 
result in using tax legislation to afford wider protection to mortgage lenders. 

Once again we respectfully submit that the proposed change represents an 
effort to utilize legislation to eliminate a problem of Internal Revenue adminis- 
tration which should be within the ability of that organization to control. 

In the broad economic picture we suggest that the proposal could have a totally 
reverse effect to what may be intended. The proposal refers to situations which 
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have occurred “in areas where a basic industry has moved or gone into a decline.” 
In such areas it seems unthinkable to further discourage already hesitant busi- 
nessmen from trying to revive the economic strength of depressed areas. Yet, 
if personal liability had to be assumed on mortgages, very obviously few busi- 
nessmen would be tempted to buy into property that is situated in bad business 
areas. In truth, we submit that every conceivable incentive should be offered. 

As an example, let us visualize a heavily mortgaged hotel in a depressed area, 
Given the same depreciation rights as other hotels, it is possible that an investor 
would be willing to purchase a heavily mortgaged property and thereby keep 
employment maintained for residents of the area. However, no sensible hotel 
investor would assume personal liability on a mortgage if the only benefit obtained 
therefrom was to guarantee depreciation to which he would be entitled to 
elsewhere without personal liability. 


Mr. Ryan. Mr. Chairman, may I next introduce to you Mr. William 
F. Mosca, of New York, who is manager of the tax department of the 
other nationally known accounting firm. Harris, Kerr, Forster & Co. 

Mr. Miris. What is this gentleman’s name ? 


Mr. Ryan. Mr. William F. Mosea. You have his statement, sir. 


But he would like to speak briefly as a means of condensing his 
testimony. 


Mr. Mitts. You want your statement included in the record ? 
Mr. Mosca. Please. 


Mr. Mitxis. Without objection, your statement will be included in 
the record. 


(The statement referred to is as follows :) 


STATEMENT OF WILLIAM F. Mosca 


I am here as a witness on behalf of the American Hotel Association which 
represents most of the hotels in the United States. Inasmuch as hotels require 
a heavy investment in land, building, and improvements, and since a fair propor- 
tion of these hotels are operated by lessees, and, finally, since it is vital to the 
hotel industry that the depreciation and amortization of hotel buildings and 
improvements be properly provided for, the association has invited me to express 
to you my views on these two very important topics. 


PROBLEMS FOR WHICH SOLUTIONS ARE SUGGESTED 


&. Improvements on property subject to renewable leases 

The first topic which concerns us in the brochure which will hereafter be 
referred to as “Problems for the Technical Amendments Bill of 1957” is topic 
No. 8, entitled “Improvements on Property Subject to Renewal Leases.” This is 
classified as a problem carried over from the 1939 Code. This problem, there- 
fore, if it is a problem, is one that has always been with us and is not due to 
any oversight in the drafting of the 1954 Internal Revenue Code. A substantial 
body of case law has been developed in connection with this topic and this law 
has been developed by the courts along the lines which to the courts have ap- 
peared to give the best conclusion, both from the standpoint of prudence and 
logic. To abrogate the conclusions of the various courts which have passed upon 
this problem over the many years that the income tax has been in effect without 
fully appreciating the bases upon which these conclusions were founded, in my 
opinion would be improvidential and imprudent. 

The suggested changes concern two types of situations: namely (a) leases be- 
tween unrelated parties and (b) leases between related parties. In the first type 
of situation, namely, where the lease contains a renewal term and is between 
unrelated parties in an arm’'s-length agreement, the rule has not been set forth 
with any degree of precision on page 4 of Problems for Technical Adjustments 

sill of 1957, and, in fact, this statement, it is respectfully submitted, can be 
misleading. The statement in part is as follows: 

“* * * However, the taxpayers constructing buildings or other improvements 
on leased property amortized the cost of the improvements over the life of the 
lease where this is shorter than the life of the improvements. This generally is 
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true even if the lease is renewable at the option of the lessee and the cost of the 
improvements would otherwise be recovered by the lessee over the life of the 
improvements * * *,” 

It is respectfully submitted that the rule as developed by the courts is some- 
what different. The rule is that if the lessee has an option to renew on the same 
terms, the deduction for depreciation or amortization should be spread over 
either the combined period named in the lease plus the renewal period or the life 
of the property, whichever is shorter, unless from all the circumstances it ap- 
pears that the renewal option will not be exercised, in which case the period of 
exhaustion is limited to the original term of the lease. The law is summarized 
and stated in 4 Mertens’ Law of Federal Income Taxation, paragraph 23.93, and 
the various authorities cited and summarized therein. 

Considered in this light it will be seen that the proposal to change the present 
law is based upon a misconception as to the burden of proof under present law. 
In fact, in volume II of the 1956 Prentice Hall Tax Service, at paragraph 12097, 
it is noted that prior to T. D. 4957, CB 1939-2, page 87, the renewal period had 
to be taken into account. It was the Treasury Department in the issuance of its 
T. D. 4957 which placed the emphasis upon the original term as constituting the 
usual period to amortize leasehold improvements. In that Treasury decision it 
was stated: 

“* * * Asa general rule, unless the lease has been renewed or the facts show 
with reasonable certainty that the lease will be renewed the cost or other basis 
of the lease or the cost of improvements shall be spread only over the number of 
years the lease has to run, without taking into account any right of renewal.” 

The authorities as summarized in Mertens’ Law of Federal Income Taxation 
(supra), in spite of T. D. 4957, still require of the taxpayer proof that the lease 
under all the circumstances will not be renewed in order to amortize improve- 
ments over the original lease term. Since this is primarily a factual question 
concerning a variety of leases, lease terms, conditions and terms of renewal with 
an endless variety of circumstances as between various taxpayers, it is respect- 
fully submitted that the question in each case should be decided under the case 
law which has been developed through the years. To attempt to solve by statute 
what is essentially a fact problem, it is submitted, is a misuse of the legislative 
functions. 

In the second type of situation, namely, where the lessee and the lessor are 
related or subject to common control, a somewhat different problem is presented. 
The proposed change of the law would be made whether or not an option to 
renew the lease was contained in the lease. As stated in the pamphlet Problems 
for Technical Amendments Bill of 1957, on page 4, a change in law is requested 
in the case of leases between parties subject to common control “whether or not 
there is an option to renew the lease * * *.” This indicates that there is a 
different problem involved in the case where there is no common control and 
the case where there is common control. Therefore, to lump the suggested 
changes in the law under the same category as a common problem which calls for 
eorrection is to confuse the two problems. There may appear on the surface 
to be some justification for the proposal that, where there is common control, pro- 
vision should be made by statute which would be universal in its application. 
Nevertheless, I believe there is ample authority in the present law for the Treas- 
ury to dispose of the problems attendant upon a lease between parties subject 
to common control on the basis of the usual rules applicable where bonafides or 
good faith is in question. But I cannot emphasize too strongly that even if a 
statutory solution is adopted in respect to leases subject to common control, this 
should be no reason for lending weight to the proposal to change the law in respect 
to unrelated taxpayers dealing at arm’s length. Finally, many questions will 
arise in actual cases if a statutory solution is adopted in respect to taxpayers 
under common control which cannot be expected to be provided for in the pro- 
posed legislation. For example, there may be common control at the time a lease 
is executed, and such common control may be relinquished thereafter. How 
would such a contingency be provided for? This is only one of many possible 
questions which could arise. 


12. Depreciation on heavily mortgaged property 
The second topic which concerns us in the list of ‘Problems for technical 


amendments bill for 1957” is item 12, “Depreciation on heavily mortgaged prop- 
erty.” Under present law the basis for depreciation as well as for gain or loss 


upon sale is cost and not the equity in property. This approach has been funda- 
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mental in the income-tax law from its very beginning. To take any basis other 
than cost would lead to administrative difficulties which would be insurmount- 
able. In fact, this was one of the reasons given by the Commissioner in support 
of his position in the leading case of Crane v. Commissioner of Internal Revenue 
( (1947) 8381 U. S. 1, 67 S. Ct. 1047, affirming (CCA-2), 153 F. (2d) 504), which 
had reversed 3 T. C. 585). In that case the Commissioner had contended, and 
properly so, that the basis for depreciation and for gain or loss was not the 
taxpayer’s equity, but his equity plus all the liabilities assumed in connection 
with the property or to which the property was subject at the time of its acqui- 
sition, or in other words, the taxpayer’s cost. One of the arguments of the Com- 
missioner was the administrative difficulties attendant upon using a taxpayer’s 
equity as a basis. In this connection the Supreme Court stated on pages 1052 
and 1053 of the Supreme Court Reporter : 

«“* * * The Commissioner also argues that taking the mortgagor’s equity as 
the section 113 (a) basis would require the basis to be changed with each pay- 
ment on the mortgage, and that the attendant problem ef repeatedly recomput- 
ing the basis in annual allowances would be a tremendous accounting burden 
on both the Commissioner and the taxpayer. Moreover, the mortgagor would 
acquire control over the timing of his depreciation allowances. 

“Thus it appears that the applicable provisions of the act expressly preclude 
an equity basis, and the use of it is contrary to certain implicit principles of 
income-tax depreciation, and entails very great administrative difficulties. It 
may be added that the Treasury has never furnished a guide through the maze 
of problems that arise in connection with depreciating an equity basis, but, on the 
contrary, has consistently permitted the amount of depreciation allowances to 
be computed on the full value of the property, and subtracted from it as a basis. 
Surely, Congress’ long-continued acceptance of this situation gives it full legis- 
lative endorsement.” 

The proposed change is undesirable for another reason. In the explanation 
given for the proposed change, it is stated: 

“It is suggested that where at the time of a purchase of the property there is a 
fair market value which is appreciably less than the amount of mortgage on the 
property and no personal liability is assumed for the mortgage by the taxpayer, 
the depreciation allowed on the property should be limited to the amount actually 
invested. A similar rule could be applied where a corporation is created merely 
to take title to the property and assumes personal liability * * *.” 

It is obvious that in virtually every case where a purchase-money mortgage is 
given, the property could have been purchased for less had the payment been 
made all cash. Nevertheless, the amount of the purchase-money mortgage, as 
well as any subject mortgages, is taken into consideration in computing cost. 
But the proposed change, it is said, would be limited to the purchase of property 
with a fair market value “appreciably less than the amount of a mortgage on 
the property.” The very indefiniteness of the term “appreciably less” indicates 
the unworkability of the proposed law. <A taxpayer could not purchase a property 
with any assurance that the Internal Revenue Service would not contend that 
the value thereof was appreciably less than the taxpayer’s purchase price if a 
purchase-money mortgage was involved. Furthermore, before purchasing a piece 
of property even if only subject mortgages were involved,.a taxpayer would have 
to consider not only what he felt the property was worth. Inasmuch as the value 
of property, particularly real property, is one of the most difficult questions of 
fact to determine in the field of income taxation; it is respectfully submitted that 
this additional burden under the proposed circumstances should not be imposed 
upon taxpayers in general. 

The very example given in the pamphlet concerns a situation that is so limited 
in its application that it should not furnish the occasion for changing the law 
throughout the entire country. The pamphlet states: 

“* * * However, cases have arisen where mortgages are placed on property 
and then subsequently the value of the property has fallen below the amount of 
the mortgage (as, for example, in areas where a basic industry has moved or 
gone into a decline). In such cases persons have purchased the property subject 
to these very large mortgages without assuming personal liability for such 
mortgages * * *,” 

In addition to being a very limited instance, the solution proposed in the 
example given would further add to the misfortune of the owner of the property 
and the security holders by making it impossible for them ever to dispose of the 
property at any figure. As a consequence, the property in the depressed area 
would become even more depressed. New business in a depressed area would be 
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further discouraged. If a new business goes into a depressed area and proves 
successful, it will not only help the general area out of its depression but it will 
also eventually succeed in raising the value of the property to a point where the 
mortgagee would recover most of his mortgage, if not all. This very history has 
taken place in the hotel industry where, say 20 years ago, properties frequently 
were worth only a fraction of the mortgage indebtedness. Nevertheless, it may 
now be stated as virtually a universal fact that the value of hotels is usually 
well in excess of the mortgage thereon. Had such a rule as is proposed been in 
effect during the middle 1930’s and early 1940's, not only would the depreciation 
question in the hotel industry be in a state of chaos in respect to the administra- 
tive features of the tax law but the values of the properties would have been 
so much more depressed during that period that security holders would have 
suffered even greater financial reversals. In respect to the present valuation of 
hotel properties, the proposed law would raise an impossible condition. Valua- 
tion of hotel properties is changing so rapidly due to increased costs of new 
construction that it is extremely difficult to keep pace with the changing market. 
While I make no pretention as qualifying in any way as an expert in the valua- 
tion of hotels, I do know of any number of instances where properties purchased 
during, say 1946 and 1947, have been sold recently for more than double the price 
originally paid for them. 

We are therefore opposed to the proposed change and respectfully submit 
that the proposal is imprudent and will raise many problems and settle prac- 
tically none. If any cases arise in the future or have arisen in the past which 
are so flagrant as to indicate that a transaction has been entered into solely 
for its income-tax aspect and without any business purpose, the law at present 
if properly administered is well able to take care of such unreal transactions. 
If on relatively very few occasions a taxpayer, through oversight on the part 
of the Internal Revenue Service, has been successful in entering into a trans- 
action described in the pamphlet with no motive other than tax savings, this 
still should not be the occasion for disrupting the entire hotel and real-estate 
industries by the passage of unwise legislation to correct a very minor problem 
by the radical change suggested, lest, as in the words of the parable “in gathering 
the weeds you root up the wheat along with them.” 

Mr. Mosca. I am interested and will talk on item 12, which is de- 
preciation on heavily-mortgaged properties. 

The problem here is whether an equity or cost basis should be 
used as the basis for depreciation of properties. From 1913 to date 
it has always been the cost of property which has been the basis 
for depreciation. To depreciate the equity of redemption is an en- 
tirely new concept. 

In a recent case about 10 years ago, the Bureau of Internal Revenue 
took the position, or rather the Commissioner took the position, that 
it was very difficult to depreciate from an administrative standpoint 
an equity of redemption. The case of Beulah B. Crane against the 
Commissioner was cited. 

In that case the Commissioner took this position, and I quote from 
the Supreme Court decision : 

The Commissioner also argues that taking the mortgagor’s equity as the 
section 113 (a) basis would require the basis to be changed with each payment 
on the mortgage, and that the attendant problem of repeatedly recomputing 
the basis in annual allowances would be a tremendous accounting burden on 
both the Commissioner and the taxpayer. Moreover, the mortgagor would 
acquire control over the timing of his depreciation allowances. 

Thus it appears that the applicable provisions of the act expressly preclude 
an equity basis, and the use of it is contrary to certain implicit principles of 
income tax depreciation, and entails very great administrative difficulties. It 
may be added that the Treasury has never furnished a guide through the maze 
of problems that arise in connection with depreciating an equity basis, but, on 
the contrary, has consistently permitted the amount of depreciation allowances 
to be computed on the full value of the property, and subtracted from it as a basis. 


Surely, Congress’ long continued acceptance of this situation gives it full legisla- 
tive endorsement. 
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There is another reason that we are opposed to depreciating an equity 

in this type of situation, the very indefiniteness of the proposal. 

Who can say when a property is too heavily mortgaged? It may be 
too heavily mortgaged today and a year from now it will not be too 
heavily mortgaged. The very example given in the brochure is so 
limited in its ‘applic: ition that it should not furnish a rule throughout 
the country. 

Moreover, the purpose which the proposal would accomplish is to 
make the depressed area more depressed. 

In other words, the example given there was that a number of 
mortgages were placed upon a property, say a factory, and then that 
area became depressed. The industry moved from that area, and 
located in another part of the country. 

Now, if this particular rule that is suggested here were in effect, 
that would make that particular property more depressed in value. 

And there would be a further disadvantage, a further oppression 
of the security holders in that depressed area. 

Now, one of the main reasons also why we are opposed to this legis- 
lation in addition to item 8 is that it is an attempt to legislate on a 
point which is actually a factual question. It is not feasible, we feel, 
to attempt to legislate on a point which is a factual question. 

For ex xample, in the law we hear frequent references to what a 
reasonable man will do, but that is as far as the law will go. It is 
impossible to pass a statute as to who is a reasonable man. 

Finally, we are opposed to this legislation because we feel that the 
Internal Revenue Service has sufficient body of law on hand at the 
present time to adequately dispose of any cases where the sole motive 
In acquiring the property was tax avoidance without a business motive 
whatsoever. 

Mr. Mirus. Does that complete your statements, Mr. Ryan? 

Mr. Ryan. Yes, sir. 

Mr. Mitis. Are there any questions ? 

Mr. Srvrson. With respect to this item 8, if the lease has a definite 
date for termination, then under such circumstances the present law 
would be followed and the improvements would be amortized over the 
period of that lease; would they not ? 

Mr. Kane. They would unless the life of the improvements were 
less than the life of the lease. 

For example, if you had a 99-year lease it is very likely you would 
use the life of the improvements rather than the lease. 

Mr. Srvpson. So if the period of the lease is less than the life of 
the improvements, then it would be amortized over the period of the 
lease ? 

Mr. Kane. That is true. 

Mr. Srupson. Therefore, what we are addressing ourselves to here, 
is where the chap has the right to renew his lease ? 

Mr. Kane. Yes. 

Mr. Stupson. Do we not stand in the way of progress if we create 
by law a situation under which a man making a lease would not im- 
prove the property? That is what we would be doing here; would we 
not ¢ 

Mr. Kane. We object to the proposed lease on the grounds that it 
unnecessarily puts a tenant in a position of having to use a term of 
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amortization or a term of depreciation which may not coincide with 
his use of the property, of the leasehold property. 

Mr. Srurpson. Practically he may want to invest considerable money 
in that? 

Mr. Kane. That is true. 

Mr. Srreson. And this would deter him? 

Mr. Kane. This might very well deter him. 

Mr. Smoupson. Lf he is smart it would deter him pretty much, I 
should think. 

So your objection, then, is based on the part of the economic con- 
sequences to the country ! 

Mr. Kane. Yes. 

Mr. Stuprson. Thank you. 

Mr. Mus. Are there any further questions? 

Mr. Kane, you are referring to situations in your testimony where 
there is an arm’s-length transaction. 

Mr. Kawe. Yes. 

Mr. Mixxs. Not one between lessee and lessor where there may be 
some control exercised by one on the other? 

Mr. Kane. That is right. 

Mr. Mus. And where such a device is not used strictly as a tax 
gimmick ¢ 

Mr. Kanr. Yes. 

Mr. Mits, Is it not possible, however, for the device to be used in 
something other than an arm’s-length transaction by lessee or lessor 
where there is a relationship which enables one to exercise control over 
the other for the sole purpose of reducing the tax burden to one or 
the other ? 

Mr. Kane. That mention in the proposal surprised me because it 
has been my experience administratively, where you have lack of 
arm’s-length transaction between a lessor and lessee, that you must 
use the life of the property for the purpose of depreciation. 

Now, this may be my local experience in the eastern seaboard, but 
that has been the experience that I have encountered, that we cannot 
use the basic term of the lease for amortization, that we must use the 
life of the property where there is a lessor and lessee who have one 
and the same purpose to all intents and purposes. 

Mr. Mrs. If it should develop that your understanding is not 
shared by the Treasury or they feel that there is nothing that they 
can do about the situation that is not at arm’s length, but is used as 
a tax device to reduce the tax burden of one or the other, then would 
you suggest to the committee that some action be taken to prevent that 
type of gadget from continuing to be used ? 

Mr. Kane. Not necessarily, Mr. Mills, because I think there is the 
general rule involved here that if a tenant on a piece of property makes 
some gesture which indicates that he is going to use his right to exer- 
cise an option to continue his lease, that he is forced to use a period 
of depreciation which is longer than the original leasehold term. 

If we have a situation where somebody arranges a lease for a 5-year 
period, say 19 successive 5-year periods, he is not entitled to use 5 
years for the depreciation of the improvement because common busi- 
ness sense would prevent him from putting a substantial investment 
in that lease for only a 5-year period. 
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Sol think the situation would be as easily resolved whether it is in 
an arm’s length situation or people who are not at arm’s length. 

Mr. Mitts. Even discussing an arm’s length transaction w here there 
is no control, is it not entirely possible for “depreci iation to occur more 

rapidly under this lease method than where there is ow nership of the 
property ¢ 

Mr. Kane. It is possible to write off a leasehold improvement faster 
by virtue of amortization, but it is not depreciation. 

You see, where you write off a leasehold improvement over the 
term of the lease, you are amortizing it, not depreciating it. 

Mr. Miuus. I meant amortization. 

Mr. Kane. It is possible to have a faster writeoff of the leasehold 
improvement; yes. 

Mr. Miuus. Do you think it is equitable for this type of arrange- 
ment to be permitted: taxpayer A leases from taxpayer B for 20 years 
real estate, and on that constructs a building, say for $100,000 with 
a useful life of 50 years. The amortization period is limited to 20 
years even though A has the right to renew the lease at the end of 
that period for another 30 years or a total of 50 years. 

Mr. Kane. Well, in my experience, which is principally in the hotel 
field, Mr. Mills, we have found that there has been a considerable 
stepup in the obsolescence of hotels after a period of 20 to 25 years. 

I think under those circumstances, since I have been advising on 
these transactions, that I would advise a client to go into a transaction 
where he had a 20-year period and hope to get his economic value 
out of his improvement in 20 years even though he had the right to 
renew for 30 years, because at the end of 20 years under modern leasing 
practice, he might get in an accelerated rent or renegotiated rent 
that it was impossible to live with. 

Mr. Muzs, My point is this: Say you own this property and you 
build a hotel that has a useful life of 50 years. Over a period of 
50 years under the straight line method you would get $2,000 a year. 
Now say that Mr. Ryan. owns adjoining property, and I do not like 
your hotel, I want to build a hotel, so I lease for 20 years Mr. Ryan’s 
‘property and I have the right to renew that lease for an additional 30 
years. 

I put a hotel up just like yours, that has a useful life of just 50 years. 
Under existing law, I would be permitted to amortize that building 
over the period of 20 years or at the rate of $5,000 a year. I get $5,000 
and you get $2,000 in writeoffs. 

Now, would you feel that the law discriminated against you in any 
way or gave me an advantage over you in that operation / 

Mr. Kane. I suppose as a landowner building a hotel that was going 
to last 50 years, I certainly would rather have a 20-year amortization 
period than 50-year amortization period, but I have the right to use 
the accelerated method of depreciation. 

Mr. Mitxs. Both of us have that. 

Mr; Kane. No, he would not have the right to use = because he is 
amortizing his property. He is being discriminated against in the 
respect of being unable to use the accelerated depreci ation permitted 
under the 1954 Code: 

Mr. Mus. Do you think that both discriminations offset one 
another ? 

Mr. Kane. I think they tend to. 
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One of my principal objections, Mr. Mills, is that it is possible to 
not renew a lease of 20 years because of shifts in popularity of areas 
and so on and the situation that you are faced with, having an aban- 
donment loss which in the case you are talking about would be about 
60 percent of the value of the property, would be an impossible situ- 
ation because it would contradict the principle of a ratable writeoff of 
a leasehold improvement by leaving this great big bulge of property, 
unrecovered cost, at the end of the lease-and there would be no way 
in the world to use that as a tax deduction because you can’t carry it 
back and you can’t carry it forward. You must deduct it in that year. 

Mr. Mitts. It would be very unusual for me not to renew that lease 
after putting up a 50-year building on Mr. Ryan’s property. 

Mr. Kane. I think it is pretty difficult to predict that far ahead 
now. 

As I say, I have advised people to go into 20-year leases where they 
have an option to renew in the expectation that they are going to get 
their properties out of it in the first 20 years because of the substan- 
tial obsolescence that we are suffering, and also because of this renego- 
tiation of lease clause which is relatively new in leasing land where 
they are tied to the cost-of-living index. 

You can be in situations where the lease value of the land would be 
altogether too high to permit you to go ahead, especially with a 20- 
year-old building. 

Mr. Minus. You do not think, then, that this can be used as a device 
or gadget to reduce taxes ? 

Mr. Kane. I think it can and has been used as a device. But my 
experience has been that the Internal Revenue has been very quick to 
stop abuse of it. 

Mr. Miiis. How? 

Mr. Kane. By pointing out to taxpayers who have used altogether 
too short original lease periods that in their building of a building 
or improvements, their actions are indicative of their intent to renew 
the lease. 

Mr. Mirts. Those are really the issues that the Treasury has been 
able to do something about ? 

Mr. Kanr. Yes. 

Mr. Miizs. But the Treasury can do something about this situa- 
tion. The one I am talking about, of where I lease land from Mr. 
Ryan and put up a hotel with 50 years’ life under a 20-year lease 
with an option to renew for 30 years. There is nothing the Treasury 

can do with that situation with respect to amortization, is there ? 

Mr. Kane. No, at the end of the first 10 years or so it would become 
evident they would intend to renew the lease in which case the tax- 
payer would then have to refigure the balance of his unrecovered cost 
and amortize it over the period of the expected renewal of the lease. 

Mr. Mirs. It would be perfectly all right with you, as an adjoin- 
ing hotel owner in competition with me, quite great rivals across the 
street from one another, it would be all right with you for me to have 
that $3,000 tax advantage over you in amortization? 

Mr. Kane. I think so because the practice of building hotels today 
is such that very few people can afford to buy land and build a hotel. 

Mr. Mitts. You would not come down and complain to the Small 
Business Committee about the unfairness of the situation and the 
unfair effect of the tax law upon small businesses ? 
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Mr. Kane. It might sometimes depend on which hat I was wearing. 

Mr. Mitts. If you were in my position and I in yours, I think I 
would complain a little about the tax advantage you have. Iam glad 
to know that you would be more considerate of my situation than [ 
would be of yours. 

Mr. Simpson ? ' 

Mr. Simpson. I was going to suggest that in one case you get a new 
hotel though, and in the other case you do not get that hotel. 

The fellow who owns the vacant land can only charge one-fiftieth 
of it per year; he is not as apt to build the hotel as the fellow who 
takes 20 or 25 years. 

So the trouble as I see it, is that the man who owns the land does 
not get the proper tax treatment and I think the committee could ad- 
dress itself to in some way reducing rather than increasing the amount 
of amortization available to him rather than tightening up in this 
other area because basically what we want are more hotels, modern 
hotels. 

Mr. Mitis. What is the trend, Mr. Ryan, in the construction of 
new hotels? Is it in the direction of the lease ? 

Mr. Ryan. Unfortunately, Mr. Chairman, I am sure each member 
will bear us out in his own State that the industry has yielded such 
short profits back over the last 30 years that there has been little in- 
ducement to build additional hotels. 

We are afraid then that any step that you took in this direction 
would just further impede the construction of additional new prop- 
erties. 

Mr. Mitis. Mr. Mosca, let me get a little bit clearer understanding 
of the problem involved in this item that you discussed, item 12. Give 
me an example, will you, of what is involved under existing law and 
how the Treasury’s suggestion would affect that situation ? 

Mr. Mosca. The question is whether you depreciate an equity of 
the cost of property. 

Mr. Mitzs. The cost to whom? 

Mr. Mosca. The cost to the purchaser, to the owner, the taxpayer. 
If you go in to buy a piece of property you never pay all cash, or prac- 
tically never. If the property had to be purchased all cash, I can 
assure you there would be very little property change hands. I don’t 
have to gointo that. That is obvious. 

Inasmuch as real property is a fixed asset and can’t be moved, the 
less money you have invested in that land the better, from a business 
standpoint, because the capital that a business has is necessary to pay 
operating charges, to meet payrolls, and so forth. It is left to the 
lending institutions to carry most of the cost of real property. 

Now, the only example that we can talk about with any degree of 
understanding of what the legislation is driving at is the example given 
in the brochure, namely, that there was a depressed area and a business 
moved out of it because it found another place more likely to open up. 

Now, there you have a factory in some town which was probably the 
only factory in that town. It is mortgaged at a point where no matter 
where it is mortgaged, it is very difficult to attract new business into 
that section because one business already moved out of it. 

That is the example given and I don’t think that that is a sufficient 


example to impress an entirely different concept on the basis for 
depreciation. 
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Since 1913 the basis of depreciation has been cost and not equity of 
redemption. The example given is by no means persuasive that the 
law should be changed. 

Mr. Muzs. Is the example given persuasive that some change should 
be made to prevent that situation from continuing ¢ 

Mr. Mosca. No; I don’t think so. Even in that case that is given 
there are security holders that are holding the securities against this 
property. 

There is this depressed area. If they foreclosed the property they 
would have a property they couldn’t use. 

Mr. Mi i s. They don’t, under existing law, get any tax advantage. 
The man who buys the property is the one who gets the tax advantage. 
I am thinking of this kind of situation. I am wondering whether or 
not we want to permit its continuation. 

Assume a taxpayer purchases for a cash payment of $10,000 this im- 
proved property which may be in a depressed area with a mortgage 
on it of a million dollars, but actually an appraised value of $500,000. 

Say the building has a useful life of 50 years. Under the existing 
law for purposes of depreciation the taxpayer who made this purchase 
is allowed under straight line the basis of $1 million plus the $10,000 
he paid for it, or a reduction in his ordinary income of $20,200 a year 
over that period of time. 

Now, he has no intention of paying off the mortgage. That is the 
type of situation we are talking about, where he has no intention of 
paying off the mortgage. 

Mr. Mosca. We don’t know whether he has any intention of paying 
off that mortgage. I think his intention is not relevant to the problem. 

Mr. Mitxs. The point is this, Mr. Mosca: Under the example I am 
giving you, the taxpayer has no intention of paying off this mortgage, 
yet he would still have depreciation of $20,200 a year on a $10,000 
purchase. 

Now, would it not be fair to permit him depreciation on the basis of 
what he has invested in the building plus an increase each year of 
the amount by which he reduces his mortgage ? 

Mr. Mosca. Now, on the increase each year, how would you allow 
that as the deduction, the exact amount he paid or would you have to 
spread that payment over the life of the building? 

Mr. Mitus. Under the Treasury’s suggestion we have before us, you 
would increase the basis each year by the amount that he reduces his 
mortgage. 

Mr. Mosca. In other words, you would give him one-thirtieth of 
what he invested, actually ? 

Mr. Miis. Whatever the increase would be, yes. 

Mr. Mosca. Even that suggestion is contrary to the usual law on the 
case. In the Atlantic Coast Line case the philosophy i is quite different. 
There where the property has been used for 3, 4, or 5 years and no de- 
preciation has been allowed, and then an investment is made, the en- 
tire investment is allowed in the year of payment. 

That is exactly what the Supreme Court had in mind when it said: 

Moreover, the mortgage law would require control over the timing of the de- 
preciation allowance. 

Mr. Muius. The Treasury’s suggestion may not be the way to close it, 
but the fact remains, in my mind at least, that the taxpayer whom I 
have described in this example, who has no intention of paying off the 
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mortgage and who never pays off the mortgage, is receiving a tax ad- 
vantage as a result of this situation, 

Mr. Mosca. The question is this: Did he buy that property solely 
for the tax advantage that he received, or did he buy it with a business 
motive ? 

Mr. Mitus. Assume he bought it for a tax advantage, what can the 
Treasury do about the situation ? 

Mr. Mosca. If he bought it solely for the tax advantage? 

Mr. Muius. Yes. 

Mr. Mosca. Then the Treasury still has at its disposal plenty of 
law to back it up in its claim that there was no business purpose for 
the acquisition. 

Therefore, by one way or another, in the allocation of investment to 
land and building, the allocation of cost between land and building, 
the Treasury is fully protected in a case where there is tax avoidance 
involved. 

Mr. Mitxs. I am questioning whether or not the business purpose 
doctrine has any application in this situation at all. 

Mr. Mosca. I think it has, Mr. Mills. 

Mr. Mitzs. I am interested in that point of view. 

Mr. Mosca. It can be done right under existing law. I feel that 

what is wrong about these two pieces of legislation is an attempt to leg- 
islate on what is essentially a fact problem and not a legal problem 
whatsoever. 

Mr. Mutts. Tell me what provision of law you refer to. 

Mr. Mosca. Suppose they go in there and buy this piece of prop- 
erty and don’t use it. Obviously they didn’t buy it with a business 
motive. Therefore, they should not be allowed any depreciation on 
the building at all. 

Mr. Mirus. In other words, you think that if there is any ques- 
tion about the rights of the Treasury to go into that kind of situation 
to reduce the amortization or depreciation, if there is any question 
about it, that the Congress should not correct that situation so as to 
give the Treasury authority to change the basis? 

Mr. Mosca. I think these questions are all questions that arise every 
day and they are always discussed, the subject of negotiation ead 
possibly litigation. 

This is only going to create more litigation, not quiet litigation 

Mr. Miuus. You have not told me whether or not you thought that 
in the event the Treasury could do nothing about the situation I have 
described under existing law, the Congress should do something to 
permit the Treasury to have authority to change the basis in that 
instance. 

Mr. Mosca. Well, you see, what we have to understand, Mr. Mills, 
is this: that a man is faced with the problem of whether or not he 
is going to invest in a piece of property. 

Therefore, he wants to know beforehand what the position of the 
Internal Revenue Service ts. If he writes for a ruling they will not 
tell him whether this situation is this or the other thing. They will 
say, “This is a question of value here. We will value it after you 
buy.” 

As a consequence he would not buy a piece of property under these 

‘ireumstances with the law changed, because he would not know what 
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his depreciation was going to be and he would be foolish from a 
business standpoint to buy the property in the first place. 
Therefore, that factory would not open up and that depressed area 
would stay exactly where it was, probably even get more depressed. 
Mr. Mitzs. Are there any further questions 


Mr. Simpson. | am cone out this because this question of 
distressed areas does inte1 I know generally that there 
are factories operating tod: woul! met be operating if it were 
not for the fact that the ¢ nt in and bought the 
property got a tax advantage out o 

it is one of the reasons ‘they went i oe of the attractions 
that persuaded that company from some oi) | 9 reopen and re- 
establish and provide employment in that area. 

Now, I do not see anything wrong with that. inky I cannot 
say that it is a field we have to jeop: ardize because if ot provide 
the encouragement for the CRSInORS to go into these « | areas, 
maybe we will not go in. We ought to do it very lighi we are 


going to change a policy which has been in effect since 1915 and, of 
course, that is what we are doing. That is why you gentlemen are 
here and I am sure the gentlemen and all of us appreciate your 
appearance. 

I have seen the effect of attraction of this type and they are ap- 
pealing to businesses in persuading them to go into an area. I see 
good advantages from it for people who are working today who 
previously were on relief. 

Mr. Mrs. Mr. Mosca, if you will develop for me just a little 
further—not now, but for purposes of the record—the provisions of 
the law that would enable the Treasury to do something about this 
situation that I have described where it is purely and simply a tax 
device without the Congress doing anything further, where they can 
take care of it under existing law, if you will call our attention in 
the record to those sections of law which you think give the Treasury 
sufficient authority to eliminate that transaction, then I will person- 
ally appreciate your doing so. 

Will vou do that for us ? 

Mr. Mosca. Yes, sir. 

(The information requested follows :) 


SUPPLEMENTARY STATEMENT OF WILLIAM F. Mosca 


I have been requested to submit to this committee a memorandum of authori- 
ties substantiating the contention that the Internal Revenue Service already has 
a sufficient body of law adequately to dispose of any cases under item 12 (De- 
preciation on Heavily Mortgaged Property), where the sole motive of the tax- 
payer in acquiring said property is tax avoidance without a business motive. 

In order to acquire an understanding as to the true nature of depreciation, 
certain fundamental factors should be referred to. Some of these factors have 
been summarized in 4 Mertens Law of Federal Income Taxation, page 32, to- 
gether with the authorities supporting the enumeration of these factors. 

“23.17.—ESSENTIAL ELEMENTS IN DETERMINING DEPRECIATION ALLOWANCE.__In- 
asmuch as depreciation is a fact and not merely a theory,” several essential ele- 
ments must be known if ‘a reasonable allowance’ for depreciation is to be de- 
termined. Those elements are date of acquisition of the property in question: 
cost (i. e., the capital sum recoverable for income tax purposes) ; nature of such 


& Simons Brick Co. v. Comm., 45 F. (2d) 57 (C. C. A. 9th, 1930), cert. den. 283 U. S. 834, 
75 L. Ed. 1446, 51 S. Ct. 483 (19381). 
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property ; estimated useful life of the property under its operating conditions and 
other relevant factors; and the salvage value at the termination of such useful 
life.” Estimates of the span of useful life and of the salvage value must be in- 
telligent and not sheer guesswork.” If in fact, by virtue of a contract or other- 
wise, no depreciation is being sustained by the taxpayer,™ no depreciation is 
allowable. The same is true after the depreciation actually sustained equals or 
exceeds the capital sum recoverable, irrespective of whether the property is con- 
tinued in useful service.” Generally, the amount of allowable depreciation must 
be computed on the basis of facts known not later than the end of the particular 
year in question. Hindsight is thus, at best, of only limited value in the de 
termination of the amount of allowable depreciation.” Consequently, abandon- 
ment of a uniform method followed for a number of years will not be permitted 
in the absence of a showing of a cogent reason for the change.” ™ 

Regulation 118, section 39.23 (1)-4 states as follows: 

“The capital sum to be replaced by depreciation allowances is the cost or other 
basis of the property in respect of which the allowance is made. (See sections 
113 (a) and 114.) To this amount should be added from time to time the cost 
of improvements, additions, and betterments, and from it should be deducted from 
time to time the amount of any definite loss or damage sustained by the property 
through casualty, as distinguished from the gradual exhaustion of its utility 
which is the basis of the depreciation allowance. (See section 113 (b).) Jn the 
case of the acquisition on or after March 1, 1913, of a combination of depreciable 
and nondepreciable property for a lump price, as, for example, buildings and 
land, the capital sum to be replaced is limited to an amount which bears the 
same proportion to the lump price as the value of the depreciable property at the 
time of acquisition bears to the value of the entire property at that time. In the 
case of property which has been the subject of deductions for amortization under 





% Vogue Silk Hosiery Co., 27 B. T. A. 131: Hailey-Ola Coal Co., 24 B. T. A. 895; Horace 
S. Clark, 39 B. T. A. 329; Washburn Wire Co., 26 B. T. A. 464, rev'd 67 F. (2d) 658 
(C. C. A. Ist, 1933); Jewett € Co. v. Comm., 61 F. (2d) 471 (C. C. A. 2d, 19382). 

Where it was impossible to determine from the record when most of the taxpayer's equip- 
ment was acquired and, therefore, whether or not the useful life of the equipment expired 
prior to the taxable years, the court allowed no additional depreciation. There was also 
evidence that the taxpayer, who operated on a cash basis, charged the cost of the equip 
ment as an expense or as the cost of goods. W. R. Davis, T. C. Memo. Op., Dkt. 13559 
(May 18, 1948). 

Where the taxpayer presented no proof as to the cost of the buildings in question, their 
character, or their remaining life, the basis and rate used by the Commissioner will be 
sustained. Justine L. Lambert, T. C. Memo. Op., Dkt. 18494 (June 27, 1949). Cf. 
Stormfeltz-Lovely Co. Trust, T. C. Memo. Op., Dkt. 110662 (May 27, 1943); Robert 
Hubbard, T. C. Memo. Op., Dkt. 12233 (June 15, 1948). 

Where automobiles are operated until fully depreciated, no element of salvage can be 
involved in the depreciation accounting. Even though partly used automobiles might be 
worth more under wartime conditions that possibility can have no bearing in fixing de 
preciation rates. Universal Mills, T. C. Memo. Op., Dkt. 16663 (Nov. 26, 1948). 

See W. H. Norris Lumber Co., T. C. Memo. Op., Dkt. 16314 (Oct. 12, 1948), sustaining 
the estimates of salvage value of automotive equipment made by the Commissioner 

See also Camp Wolters Land Co., 5 T. C. 336, aff'd and rev’d in part, 160 F. (2d) 84 
(C. C. A. 5th, 1947) (no allowance for depreciation permitted in absence of proof of cost 
on date of acquisition) ; Union Bleachery vy. U. S., 73 F. Supp. 496 (D. C. W. D. 8S. ¢ 
1947), aff'd 176 F. (2d) 517 (C. A. 4th, 1949), cert. den. 339 U. S. 964, 94 L. Ed. 1373, 
70 S. Ct. 998 (1950): For River Paper Corp. v. U. 8., 65 F. Supp. 605 (D. C. E. D. Wis 
1946). aff'd 165 F. (2d) 639 (C. C. A. 7th, 1948). 

87 Copifyer Lithograph Corp., 12 T. C. 798. 

See also L. A. Davidson, T. C. Memo. Op., Dkt. 38526 (Sept. 24, 1953), for adjustments 
necessary when probable salvage value cannot reasonably be estimated. 

88 Mobile Light & Railroad Co., 23 B. T. A. 543. See For River Paper Co., 28 B. T. A. 
1184, petition for review dismissed 70 F. (2d) 1015 (C. C. A. 7th, 1934), in which it was 
held that where the property was purchased on June 8, 1920, to be delivered on January 
1, 1921, in good operating condition and in the same condition as on June 8, 1920, “except- 
ing ordinary wear and tear and decay,”’ no depreciation is allowable to the purchaser since 
it is assumed that the purchase price reflected the diminished value through depreciation 
in the interval. 

8° Washburn Wire Co., 26 B. T. A. 464, rev'd 67 F. (2d) 658 (C. C. A. 1st, 1933) : Cameron 
v. Comm., 56 F. (2d) 1021 (C. C. A. 3d, 1932) ; Carl Maier Syndicate, T. C. Memo. Op., 
Dkt. 3159 (Sept. 25, 1946); Feliz A. McKinney, T. C. Memo. Op., Dkt. 17254 (Dee. 22, 
1948). For a discussion of discovery depletion and the peculiar rules there applicable, see 
sec. 24.36. 

See I. R. C. (1954), see. 1016; I. R. C. (1939), see. 113 (b) (1) (B), as amended by 
Public Law 539, 82d Cong., 2d sess., requiring disregard of excessive depreciation in 
adjustment of basis where such excessive depreciation did not result in a tax benefit. 

*” Leonard Refineries, Inc., 11 T. C. 1000; Lake Charles Naval Stores, 25 B. T. A. 173. 
Cf. the rule as to obsolescence, sec. 23.102 et seq. 

The amount of the trade-in value actually realized by the taxpayer on an automobile 
which has been used in trade or business for a given period is not determinative of the 
correct rate of depreciation to be allowed on it in any year of its use. Thos. Goggan € 
Brother, 45 B. T. A. 218. 

* Copifyer Lithograph Corp., 12 T. C. 728. 
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sections 214 (a) (9) and 234 (a) (8) of the Revenue Acts of 1918 and 1921, 
depreciation deductions will be computed after the close of the amortization 
period upon the cost or other basis of such property after the amortization allow- 
ance has been deducted. No depreciation deduction will be allowed in the case 
of property which has been amortized to its scrap value and is no longer in use.” 
[Italics ours. ] 

From the foregoing it is clear that the Commissioner stands in a favored 
position in respect to what he will allow as a reasonable amount of depreciation. 

First of all, the burden of proof is upon the taxpayer to prove the cost of the 
property. The cost of the property includes all cash paid at the closing of title, 
plus the purchase money mortgage given, if any, and all other mortgages assumed 
or to which the property is taken subject. It is usually the practice in the closing 
of title for the purchaser not to assume the mortgages already on the property. 
In respect to the purchase money mortgage, it is not an uncommon practice to 
have this mortgage executed by a dummy corporation. The purchaser, wherever 
possible, seeks to avoid personal liability on the mortgage bond. The reasons 
for this practice are: 

1. The value of real property is subject to local conditions. 

2. The value of real property is, of course, dependent upon general eco- 
nomic conditions. 

3. Real property of its very nature requires long-term financing. No one 
wishes to commit his personal credit on a long-term basis in respect to real 
property due to the wide market fluctuation over a long-term period. 

4. Mortgage holders and bond holders normally look to the underlying 
real property for their real security. 

These are only some of the numerous factors why personal liability is usually 
avoided. In any event, as has been stated, the burden of proof is upon the tax- 
payer to prove his cost, and if it is clear that at the time of purchase, the pur- 
chaser purchased the property at a cost well in excess of its value, it then becomes 
a relevant part of his problem before the Commissioner to explain the excess 
of his cost over the value of the property. If the sale has been between related 
taxpayers, it is clear that his basis will be reduced to the fair market value of 
the property because the excess will be held to be a gift from the purchaser to the 
seller and such excess will be disallowed as cost in computing the taxpayer’s 
basis. As stated in 3 Mertens’ Law of Income Taxation, page 397, at paragraph 
2133: 

‘Where a sale is made at arm’s length by persons familiar with the property and 
at approximately the same time as the basic date of appraisal, the price involved 
in the sale is controlling. However, purchase price is not an invariable index of 
cost and may be discounted where the parties to a transaction are relatives or 
close friends or some other peculiar consideration influences the price. * * *” 
[Italics ours.] 

It will thus be seen that cost is a matter of proof which must be submitted by 
the taxpayer and if his cost exceeds the fair market value it must be explained 
and the true mature of the transaction must be disclosed. Or as stated in the 
ease of Majestic Securities Corporation (42 B. T. A., p. 702), a case involving 
cost of securities but involving the same problem of determining cost: 

“The stipulation does not state that the price paid was the ‘cost’ of acquiring 
the securities from the bank; but the petitioner would have us so infer. If the 
excess paid for the securities was not for a purpose other than acquiring the 
securities, petitioner should have produced evidence to that effect; otherwise 
the Commissioner's determination stands uncontroverted (cf. W. B. Brooks, 12 
B. T. A. 31; affd. Brooks v. Commissioner, 35 F. (2d) 178). Proof of essential 
facts cannot be left to open question and conjecture (cf. Swayne Lumber Co., 25 
B. T. A. 335; Wood Corporation v. Delaware, 22 B. T. A. 1182; affd. 63 F. (2d) 
1023). The real question raised by the Commissioner’s determination is whether 
the price paid in excess of the market was for a purpose other than the acquisi- 
tion of the securities. * * *” 

Secondly, the problem of valuation as in all other tax matters is a matter of 
proof in which the taxpayer has the burden of proof. In addition to the very 
difficult fact problem involved in valuation which it subject to so many variables, 
the term “value,” itself, is by no means a static one. There is one value if real 
property is purchased for all cash and another value if favorable financing is 
available. If no financing is available, the value of the property will be very low. 
If favorable financing is available, the value of the property will be correspond- 
ingly higher. Financing covers not only the principal amount that can be bor- 
rowed on the property, but is also dependent upon favorable terms of amortiza- 
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tion and interest rates. Furthermore, a parcel of real property will have a value 
for one person which it does not have for another. 

The third problem that the taxpayer has before the Internal Revenue Service 
in respect to real property in order to obtain depreciation upon a building is 
that he must prove what part of the purchase price is to be allocable to the 
building (Prudential Insurance Co. of America, 33 B. T. A. 332, Constitution Pub- 
lishing Co., 20 T. C. 1028). If, for example, a property is acquired with no inten- 
tion of using it in the business because it has no economic value, no depreciation 
can be taken on the building because the entire purchase price must be allocated 
to the land which may not be depreciated. Furthermore, even if the property 
is used in the taxpayer’s business, the amount of depreciation will be limited to 
the value assignable to the building. The value assignable to the building depends 
upon the facts of each individual case and is dependent upon a variety of factors 
which must be taken into consideration or disregarded as the facts of that 
particular case warrant. For example, replacement cost is one factor which may 
or may not be relevant in a particular case. Anticipated useful economic life 
is a factor which is always relevant. Local conditions are relevant, but probably 
more relevant is anticipated future local conditions. The purpose for which 
the property has been acquired is always relevant. A building to one taxpayer 
will have no value, whereas to another taxpayer it will have a very high value. 
One taxpayer may be buying the property for its land value and another taxpayer 
may be uninterested in the land, as such, but may be interested particularly in 
the type of building on the property. All these factors and innumerable others 
will enter into the problem of determining the amount of reasonable depreciation. 

Finally, the question of basis, cost, rate of depreciation, reasonable amount of 
depreciation is subject to the genera! ruie as every other tax question is, namely, 
that all problems call for a realistic approach (Gregory v. Helvering, 293 U. 8. 
465). While this case concerned corporate reorganizations, it clarified the rule 
that has been subsequently followed on many occasions, in numerous other con- 
nections, the rule being that the consideration of tax situations called for a 
realistic approach and that substance must take precedence over form. See 1956 
Prentice-Hall Federal Tax Service, paragraph 28,202. 

On the basis of the foregoing comments, we may now consider the hypo- 
thetical question which was presented to this witness at the hearing held on 
November 26: 

“Assume a taxpayer pays cash of $50,000 to take title to real property con- 
sisting of land and buildings subject to a mortgage of $1 million, and assume 
that the value of the property has dropped to $500,000 at the time of the purchase, 
on what basis should the allowance for depreciation be made?” 

Under the proposed legislation, only the sum of $50,000 would be considered 
as the basis of the land and buiiding. Then an allocation would be made of the 
$50,000 between land and building and the portion attributable to the building 
would be divided by the number of years of economic life left in the building. 
That amount would eb the annual allowance for depreciation. 

This procedure, we respectfully submit, is wrong because it does not consider 
many relevant factors. First of all, upon what factors is the assumption made 
that the property has a value ef only $500,000. Is it made on the assumption 
of what a willing purchaser would pay a willing seller all cash or are there 
at the present time a few purchasers ready to take adavntage of a temporarily 
depressed market in that locality? What would a purchaser pay if favorable 
financing were available? Is the purchaser paying $50,000 and taking subject 
to a mortgage of $1 million because of favorable mortgage terms? Does this 
property have a particular value for this purchaser? Then again, why is the 
purchaser acquiring the property—is it for tax purposes only? If so, he will 
be disappointed under the rules already given. What business plans does the 
purchaser have in connection with this property? What type of business does 
he intend to conduct thereon? 

These and countless other questions are relevant in a particular case. 

It will thus be seen that actually the hypothetical problem has no answer, 
as such, but can be considered only in the light of all the facts of a particular 
ease. When the peculiar facts of each case are known, it is then possible to 
compute the amount called for by the present statute, section 167 (a) of the 
Internal Revenue Code, “there shall be allowed as depreciation deduction a 
reasonable allowance for exhaustion, wear, and tear * * *.” 

Since by statute, regulation, and numerous court decisions, the depreciation 
deduction is limited to a reasonable allowance, in the context explained herein, 
it follows that the Internal Revenue Service already has a sufficient body of 
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law adequately to dispose of any cases under item 12 (Depreciation on Heavily 
Mortgaged Property) where the sole motive of the taxpayer in acquiring real 
property is tax avoidance without a business motive. 

Mr. Miuis. Are there any further questions? If not, we thank 
you for your statement. 


Mr. Kitendaugh, will you identify yourself for the purpose of the 
record / 


STATEMENT OF GEORGE H. KITENDAUGH, VICE CHAIRMAN, COM- 


MITTEE ON TAXATION, NATIONAL ASSOCIATION OF MANUFAC- 
TURERS 


Mr. Kirenpavuen. I am manager of the tax accounting service of 
General Electric Co., New York. I appear here in behalf of the 
National Association of Manufacturers in my capacity as vice chair- 
man of its taxation committee. 

‘The NAM is a voluntary organization representing a cross section 
of American industry. Its membership of approximately 21,000 
includes many more small and medium-size companies than large. 
In fact, 83 percent of our members have less than 500 employees. 

The NAM heartily endorses the basic purposes of the current in- 
quiries of the Subcommittee on Internal Revenue Taxation. Only 
with constant study and improvement can the Internal Revenue Code 
properly fulfill its function with equity among all taxpayers and 
without impeding the economic well-being of our country. We 
greatly appreciate the opportunity of appearing before you today. 

We have reviewed the proposed technical amendments bill of 
1957 which would correct mechanical errors in the code, and the 
subcommittee release of November 7, 1956, which lists certain unin- 
tended benefits and hardships of a substantive nature. 

We have no specific comments at this time concerning the proposed 
changes to be effected by the technical amendments bill of 1957 and 
are generally in agreement with its basic objectives. 

With regard to the substantive changes, we would like to reserve 
the right to file a statement with the subcommittee after we have 
completed study of the proposals. Should the subcommittee draft 
any specific legislation on the matters currently under consideration 
or other problems which your inquiries may generate, we shall be 
happy to study this also with a view to making constructive sugges- 
tions. 

Our appearance here today, however, is motivated primarily by 
the opportunity which these hearings present to discuss proposals 
for reenactment of sections 452 and 462 of the Internal Revenue Code 
of 1954. 

These sections, as you will recall, were the accounting provisions 
dealing respectively with the deferment of the reporting of prepaid 
income over the period to which it applies and the deduction of esti- 
mated expenses attributable to income of the taxable year. These 
sections were repealed last year in an atmosphere which made objec- 
tive consideration of them on their merits very difficult. 

The subcommittee is to be commended for inviting reconsidera- 
tion of this subject in a calmer atmosphere. 

It would serve no useful purpose to reiterate here the basic prin- 
ciples underlying these important accounting provisions. These 
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were explained in great detail in the previous hearings, on which the 
record is quite complete. 

It may be in order, however, simply for the purpose of providing 
a framework for the present discussion, to list some of the objec- 
tions that were advanced to these sections and the proposals that were 
made for meeting these objections. 

The principal objections that were advanced, which related almost 
exclusively to section 462, were the following: 

1. It was argued that section 462 would provide a double deduction 
for taxpayers. 

. There was concern over the potential revenue loss. 

. It was feared that because of the breadth of scope of section 
462 ; there would be serious administrative difficulties, excessive litiga- 
tion, and a greater revenue loss than would otherwise be the case. 

No fault was found with section 452 as such, but both sections were 
repealed together because of the fear which was expressed that some 
taxpayers might find a way of accomplishing under section 452 certain 
objectives which might more properly be made through section 462 but 
which could not be attained under the latter section if that were 
repealed. 

As to the first objection, we believe that the double-deduction bug- 

aboo was effectively laid to rest. 

I think that all concerned understood in the end that no expenditure 
would be deducted more than once but that in the transition year there 
would be a deduction for estimated future expenses attributable to 
the income of that year and, in addition, a deduction for actual ex- 
penses incurred in that year which the taxpayer under prior law had 
not been permitted to deduct in the year to which they related. Such 
a provision would merely bring the taxpayer even with the board and 
make up for the overreporting of income which had been required in 

yr ior Vy ears. 

The fact that there was no true double deduction, however, did not 
answer the objection that there would be a loss of revenue in the 
transition year through this shift in the timing of deductions, just 
as there had been overcollections of revenue through failure to allow 
adequate deductions in the past. Suggestions for meeting the revenue 
problem included: 

(1) Restriction of the categories to which the section in question 
applied; and 

(2) Spreading out the revenue effect over a number of years, the 
most commonly suggested of which was five. 

The objections concerning potential administrative difficulties and 
litigation because of the breadth of scope of the accounting sections 
were also met by suggestions for sieenilians these sections to restrict 
their scope to reasonable and definite categories of prepaid income and 
estimated expenses. 

During and after the repeal proceedings, suggestions were made for 
amen ding the sections under consideration in such a way as to meet all 
of the objections that had been raised to them while still retaining the 
basic principles of conforming tax reporting with sound accounting 
principles. 

The most recent and most detailed of these suggestions of which we 
are aware is contained in H. R. 10833, introduced by Congressman 
Simpson on April 26, 1956. There is much in this bill that we endorse 
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perhaps in some cases with minor changes. With one of its major 
proposals, however, we must take issue on prine iple. 

We heartily endorse those provisions of the Simpson bill which 
would 

(1) Limit the classes of items with respect to which an election 
may be made to those specifically listed in the bill; 
(2) Permit the taxpayer to elect with respect to individual 
classes of items without the requirement of electing for all; and 
(3) Require the taxpayer to book the prepaid income or reserve 
for estimated expenses in accordance with his tax election. 

With regard to the limitation of an election to those classes of items 
listed in the bill, although in general we agree with the necessity for 
some such limitation at this time, any such limitation should not be 
regarded as fixed and unalterable for all time. Presumably the list 
for either section could be expanded if and when a clear need for ad- 
ditional permissible categories was demonstrated. 

We believe that all three of the provisions listed above would tend 
to restrict the adoption by taxpayers of the permissible provisions and 
thus reduce the potential revenue loss in the transition period. This is 
import: int in the light of our comments on the transitional provisions 
of the Simpson bill which are presented later in this statement. 

We have a specific suggestion with regard to section 452 of the 
Simpson bill. The benefits of spre: ding prepaid income over the 
period to which it applies would be extended only to subseription in- 
come, rents, and dues of nonprofit service organizations. 

As brought out in testimony before the Ways and Means C ommitt e 
in connection with the repeal action last year, the case for service con- 
tract income is equally meritorious and this class of income neni be 
added to those eligible for the benefits of section 452. We refer one re 
to the taxpayer (who might be a manufacturer, distributor, dealer, 
service organization), who contracts for a specified fee to service an 
appliance, , television set, furnace, or other equipment for a designated 
period, usually i or 2 years. It is a matter of choice with the owner 
of the equipment whether he enters into such a contract and the charge 
therefor is not a part of the selling price of the article itself. In fact, 
the contract may be entered into with respect to articles purchased some 
time previously. 

Under present law the contractor is taxed on the income as received 
(usually at the inception of the contract period ), but his offsetting costs 
are deductible only as he renders the service. The situation is precisely 
analogous to that existing in the case of subscription income and mem- 
bership dues in service organizations and should receive the same 
treatment. 

It is noted that service contract liabilities are among those which 
might be accrued for under section 462 of the Simpson bill, along with 
product warranty costs. 

We believe that the two are distinguishable i in that in the case of the 
service contract a definite amount of income is received in considera- 
tion of performing future service and this is not related to the sale of 
product. 

In the case of the product warranty, the manufacturer does not 
attempt to make a separate charge for ‘warranting his product. His 
problem is simply one of reserving for the applicable costs. Service 
contract income is in a different category and should be handled under 
section 452 as is proposed for other similar types of income. 
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We note with approval that section 452 of H. R. 10833 would not 
disturb established tax reporting practices which may not clearly have 
conformed with present law. 

We believe it important that a similar safeguard be enacted with 
regard to accrual practices which would fall within section 462 if 
reenacted. 

We also believe that the bill should make it clear that no inference 
is to be drawn from its adoption concerning the correctness or incor- 
rectness of previous consistent tax accounting practices relating to 
items not specified in sections 452 or 462. 

We note that under section 452 an exception is provided to the book- 
ing requirement in the case of taxpayers precluded by law or regula- 
tion from booking the item in the proper period. A similar except ion 
should be made in the booking requirements under section 462 

I would like to inject a remark which is not included in the text 
of the paper which you have here regarding a further point which 
may require clarification if the Simpson bill, or its equivalent, is re- 
ported out. 

This is the significance of certain restrictions in secton 462 (f) (1) 
relating to liabilities under product warranties. 

Liabilities which may arise only on the happening of general, un- 
determined contingencies or because of indefinite possible future 
losses would be excluded from the reserve provision. 

I think that taxpayers would require some assurance that these ex- 
ceptions would not be applied in such a way as to completely nullify 
the reduction of a reserve for preduct warranty. 

We would like to comment now on the provisions of the Simpson 
bill which we will refer to loosely as the transition provisions. 

As we understand the bill, it weuld not allow the taxpayer in the 
transition year to deduct actual expen ditures incurred in that year 
which were applicable to prior years’ transactions. The amount thus 
disallowed would be carried forward and be deductible to the extent 
to which the amount so deferred exceeded the allowable reserve addi- 
tion in any year. 

If, as might be expected in the case of growing businesses, reserve 
additions equaled or exceeded each year the nondeductible amount, 
deduction would be allowed only in the year of liquidation. If we 
have correctly interpreted the transition provisions of the Simpson 
bill, we cannot subscribe to these provisions. 

The objections of reenactment of sections 452 and 462 would be to 
preserve the principle, now universally acknowledged to be sound, 
that tax accounting should conform with book accounting in the mat- 
ters of prepaid income and estimated expenses. 

The deferment of substantial deductions until the corporation goes 
out of business does not accomplish this purpose. Surely there is 
no such deferment as a charge against income in the accounts of the 
taxpayer and the accounting profession could not condone such a 
method for purposes of reporting profits to the shareowners. 

The purpose of the original section 462 was to permit a deduction 
once and only once for every item of expense incurred. Under H. R. 
10833, a deduction at the time of liquidation is too remote as to time 
and too spectulative as to benefits to conform with this purpose. 
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The very endorsement of the principle of accounting and tax con- 
formity is an acknowledgment of the error and inequity of the rule 
heretofore in effect. 

It seems hardly consonant with the ordinary concepts of justice for 
taxpayers to be told that although they have been required to overpay 
their taxes for many years, they can’t recover this overpayment until 
such time, if ever, as they go out of business. 

We feel sure that a reasonable period for correction of the inequity 
would be acceptable to industry. Indefinite postponement is not. 
The only way fully to correct present inequities with equal justice for 
all is to restore the principles of the original sections 452 and 462, 
allowing some reasonable transitional period if deemed essential be- 

cause of budgetary hardship. 

Mr. Chairman, let me say again that we appreciate the inclusion 
of this subject in the current hearings and are hopeful that the solu- 
tion finally reached will reflect the principles and equities which have 
been discussed here today. 

Mr. Mitxs. Does that conclude your statement ? 

Mr. Krrenpaven. That isthe end, Mr. Mills, yes. 

Mr. Mirts. Are there any questions ? 

Mr. Kitendaugh, I wish you would develop for my information, if 
you will, just a little further what you mean by the statement on the 
last page, “Allowing some reasonable transitional period.” You have 
suggested that the transition method included in Mr. Simpson’s bill 
is not satisfactory. How can the desires of the industry be carried 
out by restoring some language of 452 and 462 and take care of the 
budgetary situation without following the method suggested by Mr. 
Simpson, as you interpret that method ? 

Mr. Krrenpaveu. The method suggested would result in an indefi- 
nite postponement of the charges, the actual expenditures incurred 
during the transition year applicable to prior periods. 

There is a revenue problem here. We feel that the revenue problem 
may not be as great as was felt a year ago when section 462 was under 
consideration because of some of the other limitations in the Simpson 
bill which we feel are entirely acceptable such as limiting the cate- 
gories to which it would apply, permitting taxpayers to elect. with 
respect only to one or more of those categories rather than all, and 
also the booking requirement which we favor, although there was 
some question about it earlier. 

So I think the total revenue loss may for these reasons possibly be 
less than was originally feared. 

But beyond that we feel that allowing a reasonable period to recoup 
or to spread that revenue loss is the proper answer to this problem, 
whereas an indefinite deferment is not. 

Taxpayers for many years, we feel, have been overpaying their 
taxes. We feel that is an element of this problem that has not received 
sufficient recognition as every year as the taxpayer went on in his 
business and was not allowed a deduction for all the costs applicable 
to that particular year’s business, he was overpaying his taxes. 

It does not seem to us it is a very good answer to those taxpayers 
now to say that although the principle was wrong, they can’t recover 
their overpayments until the time they go out of business. 

So we feel that the answer to the revenue problem is still a spreadout 

‘ather than an indefinite postponement. 
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We feel, too, that that would be reasonably equitable as far as the 
taxpayer and the Government are concerned because the overpayments 
took place over a period of years and perhaps it is logical that the 
repayments, you might say, of those amounts take place also over a 
period of years rather than recoup all at once. 

Mr. Mitts. In other words, as I understand you, Mr. Kitendaugh, 
you suggest that we reenact as much of 452 and 462 as we deem 
advisable and as we limit that we, of course, limit the amount of the 
effect upon the budgetary situation. 

Then if it is still necessary, because of budgetary requirements, 
that a transition period be imposed, that we not let that transition 
period be one of indefinite duration, but that we limit it to that period 
of time which is deemed necessary in order to overcome the budgetary 
difficulties involved in that situation. 

Mr. Krrenpaven. I think that is expressed very well, Mr. Mills. 

Mr. Mus. That might be 5 years or some such figure? 

Mr. Krrenvaven. It might be 5 years. That is the period we 
recommended a year ago and I think we would still recommend. But 
even if the period had to be longer, I think it would be better that 
than an indefinite postponement. 

Mr. Miutus. The important thing from your point of view is to 
get this program underway as quic kly as possible so that your account- 
ing method may take cognizance of the tax burden involved. 

Mr. Krrenpaven. Yes, sir. 

Mr. Minis. Are there any further questions? If not, we thank 
you, Mr. Kitendaugh for the information you have given the 
committee. 

Mr. Krrenpaven. Thank you. 

Mr. Mitxs. Without objection, the committee will stand adjourned 
until 1: 30. 

We will meet in this room. 

(Thereupon, at 12:20 p. m., the committee was recessed, to recon- 
vene at 1:30 p. m., the same day.) 


AFTER RECESS 


Mr. Mitis. The subcommittee will come to order. 

Our next witness is Mr. Jacquin D. Bierman. 

Mr. Bierman, please come forward and identify yourself for the 
purposes of the record. 


STATEMENTS OF JACQUIN D. BIERMAN AND HOWARD F. ELIN, 
PARTNERS OF J. K. LASSER & CO., NEW YORK, N. Y., AND 
LEONARD A. EISERER, EXECUTIVE VICE PRESIDENT, AMERICAN 
AVIATION PUBLICATIONS, INC., WASHINGTON, D. C. 


Mr. Brerman. Mr. Chairman and members of the subcommittee, my 
name is Jacquin D. Bierman, and I am a partner in the accounting 
firm of J. K. Lasser & Co., New York, N. Y. My partner, Howard 
F. Elin, is with me. 

Mr. Leonard A. Eiserer, executive vice president of American Avia- 
tion Publications, Ine., Washington, D. C., is also with us, and I 
should like to introduce him to you later. 
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Our office represents a considerable number of magazine publish- 
ers, both large and small. I am speaking particularly on behalf of 
the Associated Business Public: ations, Inc., an association of approxi- 
mately 160 business paper publishers, and also for the National Busi- 
ness Publications, Inc., an association of approximately 175 business 
paper publishers, and for the Agricultural Publishers Association, an 
association of approximately 35 publications. 

May I say that we appreciate the opportunity which your subcom- 
mittee has afforded us to be heard on section 452 of the Internal 
Revenue Code. 

Proper tax- accounting rules correctly reflecting income have be- 
come increasingly vital to these publishers. And particularly im- 
portant are the} principles relating to prepaid income, which for pub- 
lishers is represented by prepaid subscriptions. This is why: 

Magazine-publishing income comes from advertising, from news- 
stand sales, and from subscriptions. Advertising income only rarely 
is received in advance. Newsstand income is, of course, current. 
Business papers are rarely sold on newsstands. 

Business and farm magazine subscriptions are usually paid in ad- 

vance or upon billing, and never over the period during which the 
magazine is delivered. Business paper subscriptions normally range 
from 1 to 3 years. For farm magazines, they may run longer. 

When a subscription. is sold, the publisher immediately assumes 
a liability for service over the term of that subscription, perhaps 3 
years. This liability not only extends to the actual publication and 
delivery of the magazine, but could also result in an actual cash refund 
for the unearned portion of the subscription in the event of cancella- 
tion, or cessation of publication. 

Subscriptions paid in advance are, therefore, in the nature of de- 
posits. They are earned over a period of time as each issue of the 
magazine is published and as substantial fulfillment costs, editorial, 
paper, printing, and delivery, are incurred. 

To reflect income properly, prepaid subscriptions should thus be 
reported when earned. This is sound, normal, and conservative ac- 
counting practice under the accrual method of accounting. It is the 
proper economic basis for showing annual earnings. To tax this ad- 
vance payment before it is earned is a distortion in the annual pattern 
of income. 

Nevertheless, in 1938 the Internal Revenue Service ruled (GCM 
20021 (1938-1 C, B. 157)) that prepaid subscriptions were taxable to 
a publisher in the year of receipt. Permission to report such sub- 
scriptions over the period earned was denied on the basis of the so- 

called claim-of-right theory. Under this doctrine, advance payments, 

received with an unrestricted claim, were said to be taxable in the 
year of receipt whether then earned or to be earned whether the 
taxpayer was on the cash or accrual basis, and whether all or part 
of the payment might have to be repaid. 

However, some publishers had customarily deferred prepaid sub- 
scriptions over the term during which the magazine was delivered. 
In 1940 the Internal Revenue Service extended permission to such 
publishers to continue to use the deferred method of reporting prepaid 
subscriptions (I. T. 3369 (1940-1 C. B. 46)). 

Since 1940, then, this situation has existed : 
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Publishers which prior to 1940 reported prepaid subscriptions on 
the deferred method could continue to do so. These were normally 
the larger national circulation general magazines and the larger metro- 
politan newspapers. 

Publishers which, prior to 1940, paid income tax on prepaid sub- 
scriptions, as received, were compelled to continue this practice. In- 
deed, prior to 1940, the Internal Revenue Service had required some 
publishers to change from the deferred method to the current method, 
and these publishers received no aid from I. T. 3369, when it was an- 
nounced in 1940. 

Publishers starting new magazines after 1940 had to report prepaid 
subscriptions as income when received. 

But even here there was no consistency. For in several instances 
pr ior to the Internal Revenue Code of 1954 the Internal Revenue 
Service had permitted by unpublished ruling certain publishers which 
had previously reported prepaid subseriptions i in the year received to 
change to the defer ral method of reporting such income. 

Business magazines are specialized publications and their reader- 
ship represents a carefully selected group of persons. Individually, 
each is relatively small as magazines go. The average circulation 
would be about 20,000, but the range would be from 1,800 to 109,000. 
In the aggregate, the business papers of America represent a large 
and very important segment of the publishing industry. 

Over the past decade and a half the paid circulation of these maga- 
zines has increased substantially. The number of long-term subscrip- 
tions in excess of 1 year has likewise increased, and this has kept pace 
with increasing American industry. 

Consequently, while tax accounting for prepaid subscription income 
was not a serious practical problem for business papers some 15 years 
ago, it is of vital importance today. Farm papers, in essence busi- 
ness papers for the farmers, have a larger circulation, but are faced 
with the same basic facts. 

There are substantial costs incurred in publishing, printing, and 
delivering each copy of a magazine. Immediate taxation of prepaid 
subscription attributable to future issues represents an anticipatory 
tax upon future earnings. Working capital required for future issues 
is currently depleted. Publishers which cannot defer prepaid sub- 
scriptions are placed at a severe competitive disadvantage as against 
those which can. Historical and fortuitous usages dictate conse- 
quences rather than consistency and fairness. 

In this context, the enactment of section 452 of the Internal Revenue 
Code of 1954 was especially equitable to the publishing industry. It 
swept away past inconsistencies. It placed all publishers on a com- 
parative tax basis. And it extended true principles of accrual tax 
accounting to the publishing industry. 

Actually, it is somewhat inconceivable that the claim-of-right doc- 
trine should have been applied to the publishing industry at all. 

The foundation for the claim-of-right theory was established by 
the Supreme Court in North American Oil Consolidated v. Purneit 
(1932, 286 U.S. 417) and Brown v. Helvering (1934, 291 U.S. 193). 
But neither of these cases, indeed, as far as 1 know, none decided by 
that Court, involved the current taxability of advance payments for 
future services. And it is quite clear that it would be unconstitutional 
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to tax advance payments for goods or property to be sold in the future 
prior to the recovery of the cost of such goods. 

The Federal income tax is not based on gross receipts (Veenstra 
and DeHaan Coal Company (1948, 11 T. C. 964)). 

There are only two reported cases involving the proper method of 
reporting prepaid subscriptions by a publisher on the accrual basis. 
One is Bradstreet Company of Maine (1931, 23 B. T. A. 1093, rev’d 
other grounds, Ist Cir., 1933, 65 Fed. (2d) 943). 

The Board there refused *s authorize a ee to the deferral 
method because under the facts peculiar to that publisher there was 
no proof of the income allocable to particular subscriptions. It said, 
however : 

We agree that if a proper portion of the total subscriptions could be deferred, 
income would be more clearly reflected, but we cannot agree that it would be 
proper, in reporting its income for the years in controversy, to defer the accrual 
by accruing one-twelfth of the amount of each subscription in each of the 12 
months covered by the subscription. * * * The situation here is a complicated 
one. If the amount of income from any particular subscription which is earned 
in each of the 2 years involved could be determined, it would no doubt be proper 
to make an allocation on that basis. 

This language was in view of the rather unusual set of facts in 
this case. 

More recently, the 10th Circuit on Beacon Publishing Co. v. Com- 
missioner (218 Fed. (2d) 697) held that the only proper method for 
an accrual basis publisher to report prepaid subser iptions was over the 
period of the subscription. It said that a change in reporting pre- 
paid subscriptions in the year received to the deferred method was 
not a change in accounting method, but rather, a correction of an 
erroneous method. 

No permission from the Internal Revenue Service was therefore 
required. It pointed out that the claim-of-right theory was essenti- 
ally devoted to determining whether receipt represented income. It 
did not extend to the timing of such income which must be geared to 
a taxpayer’s accounting sy stem. 

The court indicated that the advance taxation of a prepayment of 
income would destroy the principles inherent in the accrual method 
of accounting. 

The Treasury Department has not appealed the Beacon case to the 
Supreme Court. But the Automobile Club of Michigan (6th Cir. 
1956, 230 F. (2d) 585) involving, among other issues, ‘the tax: ibility 
of cabelas club dues paid in advance, is now before the Supreme 
Court. Whatever the decision in that case, legislation is necessary to 
authorize the orderly application of accrual accounting principles 
to deferred subscription income. 

Despite protests by the publishing industry and others, Public Law 
74, 84th Congress, 2d session, enacted June 15, 1955, repealed sections 
452, relating to prepaid income, and 462, relating to estimated expense. 
This repet aler was clearly designed only to be temporary. 

The Committee on Ways and Means, at page 4 of its Report No. 293, 
84th Congress, 1st session, accompanying H. R. 4725, indicated that it 
asked for solutions to the problems presented as soon as possible, and 
on March 23, 1955, it announced the adoption of a resolution to that 
effect. 
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The Committee on Finance, in its Report No. 372 accompanying the 
same bill, said at page 6: 


Your committee desires to make its position clear that it expects to report out 
legislation dealing with prepaid income and reserves for estimated expenses at 
an early date. As indicated above, the existing rulings of the Treasury De- 
partment and the court decisions dealing with estimated expenses and prepaid 
income are now in such a state of confusion and uncertainty that in the opinion 
of your committee legislative action is required on these subjects. In addition, 
your committee believes that it is essential that the income-tax laws be brought 
into harmony with generally accepted accounting principles. Moreover, your 
committee believes that the present status, where some taxpayers are able to 
defer prepaid income while others are not, is inequitable and should not be al- 
lowed to continue. In order to eliminate this uncertainty and discrimination, 
definite rules must be written into the income-tax law. For these reasons, your 
committee plans to begin studies in the near future to devise proper substitutes 
for the sections now being repealed. 


Specifically with respect to publishers, the report said, at page 5: 


The status of prepaid subscription income will also be uncertain as the result 
of the repeal of section 452. In I. T. 3369 (1940-1 C. B. 46) the Treasury ruled 
that publishers of periodicals on the accrual basis, who over a period of years 
for tax purposes had consistently deferred the reporting of prepaid income would 
be permitted to continue to file their tax returns on this basis. Moreover, one 
witness appearing before your committee stated that some of the rulings on pre- 
paid subscription income granted in recent years have permitted the taxpayer to 
defer prepaid subscription income even though the taxpayer had not reported 
his income for tax purposes in the past on this basis. 

Another aspect of the uncertainty with respect to subscription income if 
section 452 is repealed arises from a a circuit court decision in Beacon 
Publishing Company v. Commissioner (C. A. 10th, January 3, 1955). The 
court in this case held that the deferral of oe Subscription income was in 
fact proper under the accrual method of accounting. The Secretary of the 
Treasury in the letter previously referred to which he sent to the chairman of 
the House Committee on Ways and Means indicated that the repeal of section 
452 would not be taken as an indication by the Treasury Department of con- 
gressional intent as to the proper treatment of prepaid subscription income under 
prior law or under other provisions of the 1954 Code. He also indicated that the 
repeal of section 452 will not be considered by the Department as either ac- 
ceptance or rejection by Congress of the decision in Beacon Publishing Company 
v. Commissioner or in any other judicial decisions. 

It has come to your committee’s attention that the vast majority of publish- 
ing concerns having prepaid income are already deferring their income with 
Treasury approval. It is recommended to the Treasury Department that it 
modify its published ruling to the end that the remaining publishers may be en- 
titled to defer prepaid subscription income so that they may be placed upon a fair 
and equitable basis. 


Permission has been requested by some 20 publishers to change 
their method of reporting prepaid subscriptions to the deferred 
method. The Internal Revenue Service, by unpublished ruling, has 
refused such permission and has advised that it will not abandon the 
principles of I. T. 3369. It now apparently desires to await remedial 
legislation, despite the recommendation of the Committee on Finance, 
and despite the fact that prior to the Internal Revenue Code of 1954 
rulings had been granted permitting certain publishers to make the 
change. 

No new legislation replacing section 452 has been enacted. 

On April 26, 1956, H. R. 10883 was introduced to reenact retro- 
actively the principles of section 452 with respect to income from news- 
paper and periodical subscriptions, from rents, or from dues or fees 
received from members by a nonprofit association whose principal 
activity is providing services to its members. 
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The bill was referred to committee and no further action has been 
taken. We would have technical suggestions to make to this pro- 
posed amendment, but it is a starting point. 

Publishers which had deferred prepaid subscriptions under section 
452 found themselves in a dilemma. The Internal Revenue Code of 
1954 was enacted August 16, 1954. Some 7 months elapsed before 
H. R. 4725 was introduced to repeal that section, and some 9 months 
before the repeal was enacted. 

During this time many business commitments were based on a 
financial position reflecting, for the first time, prepaid subscriptions 
taken into account on a deferred basis. Budgets and cash flows were 
projected and bank commitments were made. Dividend policy was 
established. Bonuses and other compensation arrangements were 
agreed upon. Negotiations and plans were entered into looking to- 
ward new publications and expansion. 

The retroactive repeal of section 452 threw all of these into un- 
certainty. Public Law 74 required a statement, having the effect of an 
amended tax return, to be filed by December 15, 1955, showing the 
increase in tax due because of the repeal of section 452. It attempted 
to offer taxpayers an opportunity to escape technical traps set by the 
late repeal of section 452. But this attempt merely extended the date 
to December 15, 1955, by which certain payments or distributions could 
be made in order to obtain an appropriate deduction. 

Obviously, Public Law 74 could not assist a publisher which did 
not have the funds available to pay the extra tax. It could not help 
the situation where by December 15, 1955, a publisher might have to 
pay— 

(1) Its estimate of tax for 1956; 

(2) Its extra tax for 1955; 

(3) A late dividend to escape a potential retroactive accumulated earn- 
ings penalty for 1955, and might have to accumulate funds for ; 

(4) A March 15, 1956, payment of 1955 tax, and 

(5) A dividend for 1955 by that time. 

Public Law 74 could not help the publisher which commenced the 
publication of a new magazine, bought a new publication, or expanded 
its operation. 

Public Law 74 does not cure all the technical traps created by the 
repeal of section 452. Thus distributions during 1954 and 1955 which, 
prior to the repeal of section 452, were not out of earnings and profits, 
might be converted into dividends because of such repeal. 

The December 15, 1955, date in Public Law 74 is of no significance 
in the determination of whether to file consolidated returns. No new 
election to file separate returns was available for 1954 or for 1955 
because of the repeal of section 452. 

Although the time for filing consolidated returns for calendar 1954 
was extended to September 15, 1955, by Revenue Rule 55-174 (1955-1 
C. B. 141; March 14, 1955), the consolidated returns regulations were 
not promulgated until August 24, 1955, and the ruling explaining the 
effect of the repeal of section 452 upon consolidated returns was not 
announced until March 5, 1956, in Revenue Rule 56-68 (1956 IRB No. 
10, p. 11). 

The Beacon case was decided on January 3, 1955. By its authority 
prepaid subscriptions are income on the accrual basis only when earned. 
Publishers were therefore faced with the problem whether to follow 





ice 
ew 
5D 


54 
5-1 
ere 
the 
not 
No. 


ity 
ed. 
ow 


TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 299 


that decision or whether to adjust their returns to refiect the repeal of 
section 452. 

The Treasury Department has refused to recognize the holding of 
the Beacon case. As I indicated before, it has refused to grant pub- 
lishers requesting formal permission to change to the deferral method 
of reporting prepaid subscriptions the right to do so. 

Many 1954 income-tax returns are now being examined. Pub- 
lishers which have relied upon the Beacon case and upon the promise 
of corrective legislation are being threatened with deficiencies and 
interest. 

Legislation is badly needed, effective with the Internal Revenue 
Code < of 1954. 

All publishers must be placed on the same basis currently. Those 
which have been prepaying taxes on prepaid subscriptions must be 
permitted to catch up with those historically permitted to defer such 
income. This can all be accomplished simply by reenacting section 
452 as respects payments received in advance for subscriptions to 
periodicals and newspapers to be delivered in the future. 

There should be no transition year problems. H. R. 10833 recog- 
nized none with respect to prepaid subscriptions in section 452. There 
is no income escaping tax by permitting currently received prepaid 
subscriptions to be deferred. Tax has already been paid in prior 
years on prepaid subscriptions received then. Certainly they should 
not be taxed a second time. Tax on the prepaid subscriptions cur- 

rently deferred will be paid in the future as it is earned. And uni- 
formity of taxation will be available to all publishers. 

Since taxes on subscriptions previously received but currently 
earned had previously been paid in advance, there is actually no 
transitional year “revenue loss.” There is simply a long ov erdue re- 
adjustment. And since it has been estimated that about 95 percent 
of all prepaid subscription income is reported on the deferred basis, 
any readjustment should be comparatively small. 

0 one seriously questions the equity of removing the present tax 
discrimination. between publishers. We respectfully ask that it be 
done soon, and that it be made retroactive to years previously gov- 
erned by section 452. 

If the chairman please, with me today is Mr. Leonard A. Eiserer, 
executive vice president of American Aviation Publications, Inc., who 
will briefly put before you how this inequitable policy affects his com- 
pany, a publisher which, under the Treasury rulings, cannot defer 
subscription income. 

May I introduce Mr. E1serer. 

Mr. Mitis. You are recognized, Mr. Eiserer. 

Mr. Etserer. My name is Leonard A. Eiserer. I am executive vice 
president of American Aviation Publications, Inc., located at 1001 
Vermont Avenue NW., Washington, D. C. 

The corporation I represent is a publishing company having as its 
principal publications a biweekly trade magazine known as American 

Aviation, a monthly tabulation of airline schedules known as Official 
Airline Guide, and a daily newsletter known as American Aviation 
Daily. We also publish a directory and other publications directly 
relating to the aviation field. 

The principal income of the company is derived from the sale of 
subscriptions and from advertising appearing in the various periodi- 
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cals. Advertising income is billed to advertisers when the advertise- 
ment appears in the publication. Subscription income is paid for in 
advance. Only under very rare circumstances would any advertising 
be paid for in advance. 

Subscriptions are sold primarily for 1,2, or 3 years. The total sub- 
scription is billed and paid for at the time the order is received, re- 
gardless of the term of the subscription. 

The subscription receipts of the company, therefore, during any 
one year reflect income for subscriptions that would extend 2 or 3 
years beyond the year of receipt. The company must service that 
subscription by actual delivery of a magazine at regular intervals 
over the entire term of the subscription eriod. 

For example, a 3-year subscription to American Aviation sold today 
would obligate the company to deliver a magazine to the subscriber 
every 2 weeks until November 1959. 

When the company first started operations in 1937, subscription in- 
come was reported and taxed on a cash basis even though the accrual 
basis of accounting had been adopted. All other items of income and 
expense were recorded when earned or incurred. The income from 
subscriptions was taxed upon receipt. 

During the early years of the company, the income from subscrip- 
tions was not a significant factor, both from the standpoint of the 
number of subscriptions and also the actual dollars involved. 

In 1938, our first full year of operations, our subscription income 
was $8,048. However, as the number of subscribers grew and sub- 
scription rates increased to meet rising costs, this income became sig- 
nificant. It amounted to $321,192 by 1949 and in 1955 reached 
$741,421. 

The growth in subscription income became particularly significant 
since it was reported as received for tax purposes, but the substantial 
costs of fulfilling the company’s obligation to its subscribers arose in 
subsequent years. An unrealistic balance between income and ex- 
pense and an improper measurement of net income was created. Budg- 
eting and financing became distorted. Basic principles of sound 
business and accurate accounting were violated by this treatment. 

The distortion became particularly apparent in the year 1949. In 
this year our sarin gg rose to $321,192 as compared with $261,357 
in the preceding year. The company attempted to correct these errors 
and report subse ari income on an earned basis. The change was 
made in our tax return for 1949 and also reflected in the return for 
1950. 

In those years the company reported as subscription income that 
amount relating to the number of copies delivered to subscribers. In 
other words, this income was reported when earned and was offset 
by the costs necessary to service the income. 

Upon examination by the Internal Revenue Service, however, the 
earned basis was disallowed and subscriptions were taxed when 
received. 

The requirement to report subscription income when received not 
only fails to match income with expense, but also creates fictitious 
taxable income. 

We now include in income subscriptions that will not be delivered 
until years inthe future. Against this income are the costs of servicing 
subscriptions delivered today but sold in the past. This, of course, 
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a completely unrealistic reflection of the results of operations for 
the company. 

If costs and income are constant, reporting in one year instead of 
another is theoretically irrelevant. But with increasing volume and 
increasing costs, any transfer to an incorrect year becomes burdensome. 

A $10 subscription today might cost, at present levels, $9 to service. 
If the subscription period extends for 3 years that cost, based on our 
past history, could rise to $10 or $11. The result would be the pay- 
ment of a tax now on an income that actually does not and never did 
exist. We have been confronted by this very situation many times 
in past years. 

The field of aviation has been, and will undoubtedly continue to be, 
a rapidly growing field. Expansion in our business is required to 
meet new requirements and new markets of this industry. We have 
had to expand and change our older publications constantly. We 
have had to be alert to the need for new publications serving the mar- 
kets within this field. 

If the corporation is faced with the financing of taxpayments on 
income before it is earned, it can neither properly control its business 
operations nor plan on a sound competitive basis. 

American Aviation Publications, Inc., has attempted to keep up 
with these markets and to serve the needs of aviation not only in the 
field of commercial activity but also in defense. 

With the decision rendered by the Tenth Circuit Court of Appeals 
in the Beacon Publishing Co. case, and the enactment of section 452 
of the Internal Revenue Code of 1954, we felt that the question of 
taxation of subscription income had finally been resolved. 

Planning for delayed refurbishing of the publications of the com- 
pany and enter ing new fields, which had been delayed for years, was 
initiated. Since 1954 we have started several new periodicals—W orld- 
W ide Guide, Airports, Who’s Who in Aviation, and, more recently, 

tockets and Missiles. All of these are important both to civilian and 
military aviation, but financing them would have been impossible if 
the company were required to pay a tax on preearned dollars. 

The repeal of section 452 in June of 1955 strangled the financial 
position of the corporation since it called again for the payment of 
taxes In advance. 

As long as this distortion in income is permitted to exist, we will be 
constantly faced with the problem of improperly reporting income. 
Our growth will be stifled. 

I might state here that we have again asserted our claim with the 
Internal Revenue Service that the cash receipts method of taxing sub- 
scriptions is in error, based upon the decision in the Beacon Publishing 
Co. case. 

I firmly believe that this entire area must be clarified and all doubts 
as to proper treatment cured by effective legislation. 

I wish to express my appreciation to the committee for the privilege 
of presenting this matter to you. 

Mr. Mitxs. Does that complete your presentation, Mr. Bierman and 
Mr. Eiserer? 

Mr. Brerman. Yes. 

Mr. Eiserer. Yes. 

Mr. Mrs. Are there any questions? 

Mr. Bierman, let me inquire of you momentarily. 
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What you are striving to have us do, as I gather, is to permit. tax wise 
the recognition of certain accounting ‘practic es which it is believed by 
those affected more adequately demonstrate taxable income. Is that a 
correct statement ¢ 

Mr. Bierman. Yes, sir; that is correct. 

Mr. Mutts. In order for a publishing concern to properly reflect its 
income for tax purposes, it is the contention of the industry that that 
income, were it not now permitted, should be spread over the period of 
the life of the subscription or the period wherein services have to be 
rendered by the publication to carry out the contract entered into; is 
that. correct ? 

Mr. Bierman. Yes, sir. 

Mr. Mitts. In order to properly determine what is income for tax- 
able purposes, it is also essential, is it not, to look not only at income 
and how it should be prorated over a period of time, but also to look at 
expenses and how those expenses, which will be incurred in connection 
with the performance of that service, are to be spread or are to be 
paid by me concern. 

Now, as I understand H. R. 10833, there is no spread of the expens- 
ing incurred in connection with the income derived over the period of 
the spread of the income itself. 

Would you suggest to us that in the event we rewrite section 452 
that we also prov ride, not only for the proration of the income but the 
proration of the expenses to be incurred in connection with the per- 
formance of the service ? 

Mr. Bierman. Mr. Chairman, our position is that the proper ex- 
penses are already effectively prorated to the years in which the sub- 
scription income is earned. 

There are other expenses which might be said to be incurred in con- 
nection with the subscriptions which should not be spread, but should 
be deducted currently because of the nature of the publishing industry. 

The Treasury Department, and I believe the Congress, has recog- 
nized this fact. If I may be permitted to explain: 

I. T. 3369 provided that prepaid subscription income and the ex- 
penses related thereto could be prorated or spread if that had been the 
prior practice. A great many publishers did not defer circulation 
expenses ; In esc words, the expenses necessary to secure a subscrip- 
tion. There are a great variety of those expenses and they range all 
the way ieee commissions paid to a salesman employed by the com- 
pany or to independent contractors, to advertising expense, to news- 
stand distributions, to inserts placed in the magazine, to direct 
mailings. 

There are a host of these expenses designed to secure subscriptions. 
Over the years some of the publishers had deferred some of those and 
not others, and some publishers had not deferred any. 

In recognition of the fact that these expenses are really current ex- 
penses and not expenses of future earnings, section 23 (bb) of the 
Internal Revenue Code was enacted and was continued in section 173 
of the Internal Revenue Act of 1954. This section provided that ex- 
penses incurred to maintain or to increase circulation were deductible. 

The Treasury Department has ruled that that meant deductible in 
the year incurred. 

In the proposed notice of rulemaking under section 173 of the 1954 
Code, the Treasury has said that expenses in connection with circula- 
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tion are deducted in the year incurred. The reason for that is this: 

A magazine or a newspaper or a periodical receives the bulk of its 
income from adv ertising. It is the advertising that defrays the cost 
of the publication and produces the principal profit. The advertising 
‘annot be obtained unless there is a readership to which the advertising 
can appeal, and that readership is something that must be maintained 
year in and year out. 

The fact that a dollar is spent in the year 1956 to secure a 3- -year 
subscription does not mean that the company can rest on that for 3 
years. An equal dollar will have to be spent, or possibly more, in the 
year 1957 to replace the subscriptions then expiring. 

The expense in connection with obtaining circulation is a current op- 
erating expense of the company. It is not an expense incurred to earn 
a reli atively few dollars of a particular circulation or particular sub- 
scription over a period of years. It is designed to keep the circulation 
up, to satisfy the Audit Bureau of C irculation Auditors as to circula- 
tion quantity, to satisfy the page rates which may be geared to the 
circulation. If the circulation turns down below the guaranty made 
to advertisers, there will have to be rebates of advertising income to the 
advertiser. 

So the current expenditure of a dollar to secure a subscription is 
much more designed to keep the advertising income current for that 
year than it is solely to secure an item of income which may be de- 
ferred over a period of years as circulation income. 

Mr. Mitts. Mr. Bierman, I assume that an equally strong arguinent 
could be made that income received in a certain year is income received 
in that year, rather than income received over a 3-year period. 

We are asked here to go back and reevaluate this entire situation, 
to try to bring tax accounting into conformity with business account- 
ing for purposes of trying to reach a true measure of what the taxable 
income of a concern is. 

It would seem to me that the industries desiring that result would 
place themselves in a much better position before the Congress if they 
would contend for an actual correlation between tax accounting and 
business accounting and not insist upon the preservation of that which 
they may already have with respect to expensing within one year, 
expenses that may actually be paid out over a 3-year period. 

So I hope that the industry seeking the spread or proration of in- 
come would also at the same time agree, as we rewrite this entire 
subject matter, that the Congress prov ‘ide that the e xpenses which are 
incurred in connection with the development of the income be pro- 

rated. And not only that, but that they also agree to and cooperate 
in a complete reexamination of existing rules which permit the ex- 
pensing of what in reality are capital items. 

Mr. Brerman. The industry only wishes that this area be defined 
so as to afford the various members an opportunity to be on a competi- 
tive basis and to truly reflect the economics of publishing. 

Now you, of course, hear from many appearing before you that his 
industry or his problem is unique and stands alone. But I do not 
think there is another industry in which the availability of the prin- 
cipal source of income is dependent upon another item which may 
produce income. 

In other words, advertising income, which is the principal source 
of income to the publishers, is ‘dependent upon circulation, and circuila- 
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tion is something that must be created and maintained year by year. 
The fact that an item of circulation income is to be deferred over a 
period of time because the services in connection with fulfilling it are 
actually rendered over that time does not necessarily mean that the 
expenditure to achieve that subscription is an expense which must 
therefore be deferred. 

That expense to accomplish the subscription, to obtain the sub- 
ser i ion, is a current item which the publisher experiences year after 
year. The true expenses, which are the paper, printing, editorial, and 
all the other expenses of publishing the magazine and to deliver it to 
the subscriber, are actually deducted in the year over which the sub- 
scription relates. So that the major, and really the only, expenses 
of servicing the subscription will actually occur in the year in which 
that subseri iption is reported as income on the deferred system. 

Mr. Mits. Mr. Bierman, I understand, and you will pardon my 
personal reference to you. 

I understand that you are not only a tax attorney, but you are also 
an accountant ? 

Mr. Brerman. Well, I am an accountant, sir. I have never taken 
the examination but I do have a degree in accounting. 

Mr. Mitis. Anyway, you are an accountant ? 

Mr. Bierman. Yes, sir. 

Mr. Mitts. It is my understanding that accountants are perfectly 
agreeable that is, generally throughout the organization—perfectly 
agreeable to the suggestion I am making, that we strive to obtain a 
true evaluation of what is taxable income in a certain year by adjust- 
ing our tax accounting to the accounting procedures of business. 

Maybe we should go beyond this matter of merely the spread of 
the income to a consideration of sections of the law which permit the 

taking as an expense in the year incurred of items which most ac- 
countants would consider to be a capital expenditure. 

Now are you talking in terms of any of the things that you and I 


would normally consider to be a capital expenditure? 
Mr. Bierman. No, sir. 


Mr. Miuts. You are not? 

Mr. Brerman. No; I am talking strictly about expenses of a pub- 
lisher. There are a great many publishers which today and for years, 
with the recognition of the Treasury Department, have been deferring 
their circulation income and deducting their circulation expenses 
currently. 

Mr. Mitus. Well, I have been much impressed with your argument 
that some of these expenses that are to be actually incurred over the 
life of the performance of the service life of the contract should be 
taken in the first year. But if we continue that practice, we are 
still not bringing tax accounting into true correlation for purposes 
of determining what income should be subjected to tax. 

Mr. Brerman. It would be reflecting, though, a large segment of 
what the publishing industry believes to be the economics of pub- 
lishing. 

Mr. Mus. I know, Mr. Bierman, but do not put us in the position, 
your clients or this great industry, of the proverbial individuals who, 
as we say, wants to have his cake and eat it, too. 

If we want to have a true reflection of what is income by proration 
of income, let us at the same time be willing to accept the idea that 
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we go across the board and expense the items on a proration basis 
over the life of that contract. 

Mr. Bierman. I think, Mr. Chairman, the publishing industry, 
would most speedily acknowledge the validity of that principle, and 
we would certainly welcome the opportunity to work with your tech- 
nical people and give them whatever technical assistance we might 
be able to supply “to show them what current expenses ought to be 
currently deducted and those that ought to be deferred. 

In a large sense, many of these expenses are like money spent for 
advertising which will produce income in the future. But the adver- 
tising is a current deduction. All we are saying is that the economics 
of publishing recognize that current circulation expenses are neces- 

sary to keep up constant circulation year after year in order to obtain 
current advertising revenue. If the circulation falls down, the rate 
goes down and we Taust make refunds, and the number of advertising 
pages will also suffer. 

Mr. Mirus. Mr. Bierman, I appreciate the opportunity of interro- 
gating you on this point and we might desire some further informa- 

tion from you if it is the will of the committee to go further on this 
matter and report on it to the full committee by the first of the year. 

But in the meantime, think how we can bring about, if you will, 
changes to reflect the true situation of what income is in this field. 

Are there any further questions? 

If not, Mr. Bierman, we appreciate yours and Mr. EKiserer’s state- 
ment and the information you have given before the committee. 

Mr. Brerman. Thank you. We would be most pleased to furnish 
you whatever information we can. 

Mr. Mitts. Our next witness is Mr. Fleming Bomar. 


Mr. Bomar, will you identify yourself for the record, please? 


STATEMENT OF FLEMING BOMAR, ATTORNEY, IN BEHALF OF THE 
AMERICAN AUTOMOBILE ASSOCIATION, WASHINGTON, D. C. 


Mr. Bomar. Mr. Chairman, my name is Fleming Bomar. I am a 
member of the law firm of Ivins, Phillips & Barker, Southern Build- 
ing, Washington, D. C. I appear here as tax counsel for the Ameri- 
can Automobile Association. 

My statement will be directed to the unintended hardship which 
results from the method of taxing prepaid income under the 1954 
Code, particularly prepaid dues income received by an automobile 
club from its members. 

Since I am not the first witness to discuss the subject of section 452, 
T ask your indulgence if my statement is to some extent repetitive. 


BACKGROUND 


The AAA and its affiliated clubs are organized and ope rated as non- 
profit membership corporations without capital stock of any kind. 

From 1913 to 1943, the Commissioner of Internal Revenue held that 
the AAA was exempt from the payment of all Federal income taxes. 
In 1943, however, the Commissioner reversed his position due pri- 
marily to the commercial nature of some of the activities of automobile 
clubs. 
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For 1943 and subsequent years, the Commissioner and the courts 
have determined that the AAA and its affiliated clubs must pay full 
Federal, corporate, normal, surtax, and excess profits taxes, and auto- 
mobile clubs have done so, despite the fact that substantial portions 
of the time and money of every club must be devoted to activities bene- 
ficial to the public in gener: al. 

An automobile club is in the anomalous position of being a nonprofit 
membership corporation which is taxable. Almost all of the gross 
income of an automobile club is derived from dues paid in advance by 
members for services to be rendered in the future. 

The hardship which I want to discuss with you, however, is not the 
fact that dues are taxable; it is the time and manner in which the tax 
on dues is imposed. The problem i is a simple accounting problem aid 
may be illustrated as follows: 


ILLUSTRATION OF ACCOUNTING PROBLEM INVOLVED 


Consider the case of a new automobile club which has no gross in- 
come other than dues received from members and which files its tax 
return on a calendar-year basis. For purposes of simplicity, assume 
the club has only 1 member, who joins December 1, 1956, and pays $12 
annual dues in advance. His membership will expire November 30, 
1957. Assume the club expects to incur expenses of 95 cents per month, 
or $11.40 per year per member. The club would expect to earn a profit 
of 5 cents per month per member, to wind up the year with a profit of 
60 cents per member, and to pay a Federal income tax thereon. 

To attain this objective, the accounting profession recommends, 
and commonsense requires, that the books and records of an automo- 
bile club which employs the accrual method of accounting must be kept 
on a basis which takes into income $1 of dues per member per month. 
Unearned dues are shown on the books as deferred income and are 
taken into account ratably over the period of each membership. 

But the Commissioner of Internal Revenue has required automo- 
bile clubs to report the entire $12 of prepaid dues as taxable income 
in the year of receipt, irrespective of the method of accounting em- 
ployed by the club. 

In our illustration, the club, for the calendar year 1956, is required 
to pay a Federal income tax on a fictitious profit of $11.05—$12 dues 
income minus 95 cents expense—when its true 1956 profit was only 
o cents. 

Needless to say, after paying a Federal income tax on a fictitious 
profit, a club cannot retain after taxes the sum required to furnish 
the services to which its members are entitled. 

The method of reporting dues as income ratably over the period of 
the membership was adopted by automobile clubs for sound business 
reasons long before they were required to pay Federal income taxes 
This method constitutes sound accounting practice, and was devel- 
oped, of course, for the benefit and protection of the members and 
the public. 

Unless the deferred method of reporting unearned dues income is 
permitted for Federal tax purposes, most automobile clubs, and par- 
ticularly new and growing clubs, are heavily penalized. 
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THE AAA TAX SITUATION 


The AAA has kept its books and records in a manner which reflects 
dues income ratably over the period of each membership for many, 
many years; more than half of its existence, which began in 1902. 

When the AAA filed its tax returns and paid its income tax for the 
years 1943 through 1952, the Commissioner approved its method of 
accounting. However, when Congress enacted section 452 of the In- 
ternal Revenue Code of 1954 and thereafter repealed it, the Commis- 
sioner took the position that he no longer had the authority to approve 
the accounting methods always followed by the AAA, even though 
the committee reports which accompanied the repeal of section 452 
stated specifically that no inference was to be drawn with regard to 
the status of prior law, and even though the tax-writing committees 
of Congress have promised to reinstate provisions bringing income- 
tax law into harmony with sound accounting practices. 


LEGISLATION RECOMMENDED WHEN 452 REPEALED 


You will recall that when the Ways and Means Committee recom- 
mended repeal of sections 452 and 462 of the Internal Revenue Code 
of 1954, the committee report stated : 


In view of the testimony received from taxpayers by your committee and the 
recognized desirability of conforming tax accounting to business accounting, 
your committee has instructed the staff of the Treasury Department and the 
staff of the Joint Committee on Internal Revenue Taxation to make studies of 
these accounting problems in an effort to provide conformance of tax and busi- 
ness accounting without the transitional revenue loss. It has further requested 
each staff to report any suggested solutions to the committee as soon as feasible. 


Similarly, when the Senate Finance Committee concurred in rec- 
ommending retroactive repeal of sections 452 and 462 of the Internal 
Revenue Code of 1954, the report of that committee stated : 


Your committee desires to make its position clear that it expects to report 
out legislation dealing with prepaid income and reserves for estimated expenses 
at an early date. As indicated above, the existing rulings of the Treasury 
Department and the court decisions dealing with estimated expenses and prepaid 
income are now in such a state of confusion and uncertainty that in the opinion 
of your committee legislative action is required on these subjects. In addition, 
your committee believes that it is essential that the income-tax laws be brought 
into harmony with generally accepted accounting principles. Moreover, your 
committee believes that the present status, where some taxpayers are able to 
defer prepaid income while others are not, is inequitable and should not be 
allowed to continue. In order to eliminate this uncertainty and discrimination, 
definite rules must be written into the income-tax law. For these reasons, your 
committee plans to begin studies in the near future to devise proper substitutes 
for the sections now being repealed. 


CURRENT STATUS OF THE LAW 


There are no recent developments in the field which, in my opinion, 
change the need for legislation which Congress conceded to exist at 
the time sections 452 and 462 of the 1954 Code were repealed. 

The retroactive repeal of these sections has resulted necessarily in 
confusion, litigation, and discrimination with respect to the tax treat- 


ment of prepaid income, and legislation still offers the best solution, as 
other witnesses have explained. 
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Newspaper and magazine publishers who historically have deferred 
the reporting of prepaid subscription income are the beneficiaries of 
a longstanding ruling of the Commissioner authorizing preferred tax 
treatment of such income. Others have had to litigate. 

The United States Court of Appeals for the Tenth Circuit in 
Beacon Publishing Co. (218 F. (2d) 697, January 10, 1955), decided 
that an accrual-basis publisher could report prepaid subscription 
income over the subscription period, even though it had not done so 
historically and had not requested the Commissioner’s permission to 
change its method of accounting. 

The United States Court of Appeals for the Ninth Circuit in 
Pacifie Grape Products Co. (219 F. (2d) 862, February 10, 1955), 
and the United States Court of Appeals for the Fifth Circuit in 
EF. W. Schuessler (230 F. (2d) 722, March 14, 1956), have permitted 
taxpayers who have received prepaid income to establish and to deduct 
for tax purposes reserves for known expenses which must be incurred 
in the future in order to earn such income. 

Those three cases, the Beacon Publishing Co., Pacific Grape Prod- 
ucts Co., and E. W. Schuessler, are the three leading opinions of the 
circuit courts of appeals which approve the method of accounting 
followed by the taxpayer, even though it meant the deferral of pre- 
paid income or the authorization of reserves connected with estimated 
expenses. 

Mr. Miuus. Just a minute, Mr. Bomar. 

Please do not fail to read the last sentence of that paragraph. 

Mr. Bomar. The basic idea, of course, is that prepaid income and 
the expenses connected with it must be accounted for in the same 
taxable year, or years. 

By contrast, the United States Court of Appeals for the Sixth 
Circuit in Automobile Club of Michigan (230 F. (2d) 585, February 
17, 1956), denied that club the right to report prepaid dues as income 
ratably over the period of each member. 

The United States Supreme Court, however, on October 10 of this 
year, granted certiorari in the Automobile Club of Michigan tax case, 
and its decision on the issue should be rendered before the summer of 
1957. Whether the decision of the United States Supreme Court is 
favorable or unfavorable in the Michigan case, all taxpayers who re- 
ceive prepaid income will not be treated in a consistent manner in the 
absence of legislation. 

RECOMMENDATION 


1. We join the American Institute of Accountants, and the other wit- 
nesses who have appeared before you, in recommending to this sub- 
committee the prompt reenactment of section 452 of the Internal 
Revenue Code of 1954 on a modified basis. 

2. The new section 452 should be specific, rather than general, in 
order that you will know which items are covered and in order that you 
can estimate the income involved, insofar as the scope of its application 
is concerned; and should apply at least to prepaid rents, prepaid 
subscription income, and prepaid dues and fees received from members 
by organizations whose principal activity is providing services to its 
members. 
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3. The legislation, if possible, should be retroactive to the date of 
the enactment of the 1954 Internal Revenue Code. 

Mr. Mitxis. Does that complete your statement, Mr. Bomar / 

Mr. Bomar. Yes, Mr. Chairman. 

Mr. Mitzs. Are there any questions? 

Mr. Baker of Tennessee will inquire. 

Mr. Baxer. Will you turn to page 2? I want to pursue your illus- 
tration there. 

This member who pays $12 annual dues on December 1, 1956, that, 
as you say, pays him up to November 30, 1957. You pay the tax on 
the entire $12 in 1956. 

Now, December 1, 1957, he pays you another $12, which you again 
pay in 1957. You insist that you should have spread the $12 he paid 
at the beginning of the 12th month in 1956 over the subsequent 12- 
month period; is that right ? 

Mr. Bomar. Yes, sir; I want $1 reported as taxable income in 1956 
and $11 reported as taxable income in 1957, so that the income will 
match the expenses incurred in connection with rendering services to 
the member. 

Mr. Baker. By “services,” you mean hauling and things like that ? 

Mr. Bomar. That is right, and the cost of that is automatically 
deferred over the privilege of the membership, and we want the in- 
come deferred over the same period, 

Mr. Baker. So you want to pay that tax over the months services 
because you are going to have to render that service 11 more months? 

Mr. Bomar. That is correct. 

Mr. Baxer. Of course, you have people joining throughout the 
year ? 

Mr. Bomar. That is true, but this inequity which starts in the origi- 
nal year is never overcome and it adversely affects primarily a new 
club and a growing club. Most of the clubs are growing and there- 
fore are adversely affected. 

Mr. Baxer. I suppose a dollar would be good until January 1 and 
thereafter he could pay the other $12, but then he might not want 
to continue, I suppose. 

Mr. Bomar. That is the problem. 

Mr. Baxer. That is all. 

Mr. Mruts. Are there any other questions ? 

Mr. Bomar, we appreciate your appearance before the committee 
and the information you have given us. 

Mr. Bomar. Thank you. 

Mr. Mitus. The next witness is Mr. G. E. Harwood. 

Mr. Harwood, would you please identify yourself for purposes 
of the record. ' 


STATEMENT OF G. E. HARWOOD, COMPTROLLER, UNIVERSITY OF 
NOTRE DAME, SOUTH BEND, IND. 


Mr. Harwoop. Mr. Chairman and members of the committee, I 
am G. E. Harwood, comptroller of the University of Notre Dame. 

I am speaking to you as a member and representative of the Ameri- 
can Council on Education’s committee on taxation and fiscal reporting 
to the Federal Government. The council comprises in its membership 
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142 organizations, including practically all the important national 
educational associations, and 973 institutions, including nearly all 
the accredited junior colleges, colleges, and universities in the United 
States. 

Today I am also acting as spokesman and representative for the 
American Association of Land-Grant Colleges and State Universi- 
ties, the Association of American Colleges, the National Association 
of State Universities, and the State Universities Association. 

I would like to add that the American Association of Land-Grant 
Colleges and State Universities held its annual meeting earlier this 
month in Washington, at which time resolutions were adopted in sup- 
port of the positions taken in this statement. 

The committee on taxation and fiscal reporting to the Federal Ciov- 
ernment believes that the principle of tax exemption of colleges and 
universities is based upon the public services rendered by these non- 
profit institutions. Any impairment of this principle would have 
tragic consequences. 

The greatest social need in this day of increasing enrollments is 
to increase the resources of these public service institutions in order 
that they meet the growing demands upon them. The committee be- 
lieves just as firmly, however, that all questionable practices and abuses 
arising from this tax-exempt principle should be criticaily examined 
and avoided by the colleges and universities. 

It is with this in mind that I should like to direct my comments to 
three of the items on the list of substantive unintended benefits and 
hardships and additional problems for the technical amendments bill 
of 1957. 

Our colleges and universities are today faced with the problem of 
securing and holding qualified teachers. With the prospects of en- 
rollment doubling between the years 1952 and 1970, the teacher short- 
age will become ever more critical. 

“The pay of academic personnel as related to purchasing power is 
considerably less than it was 15 years ago. This compares with the 
physician who can presently buy 60 percent more with his annual 
earnings than he could 15 years ago; the nonsalaried lawyer, 5 percent 
more ; the factory worker, 30 percent more. The college professor is 
not sharing, through the medium of direct salary, in the current Amer- 
ican prosperity. 

In these circumstances, colleges and universities must attract to 
themselves the best staff they can, and for this purpose an adequate 
retirement plan is an important consideration. 

The staffs of the Treasury Department and the Joint Committee 
on Internal Revenue Taxation have proposed to limit annuity con- 
tributions of tax-exempt organizations for their employees to 10 
percent of salary. This proposal, they say, was made because in some 
instances educational organizations have been known to pay selected 
employees all, or almost all, of their compensation in the form of an 
annuity. 

We believe that such a blanket limit on retirement-plan contribu- 
tions as proposed to correct this unintended benefit would, in so doing, 
cause new unintended hardships to thousands of college and univer- 
sity personnel. 

A blanket limitation is not sufficiently selective to control the iso- 
lated situations where salary payments are diverted and at the same 





to 
te 


ee 
n- 
10 
ne 
ad 
un 


TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 31] 


time allow bona fide retirement plans the latitude they need to take 

care of all the problems that may arise by way of compensation for 
past inadequacies, adjustments for changes in retirement ages, and 
even the improvements that may be needed hereafter to keep pace 
with plans found in the private industries which compete with us for 
staff. In this connection, we point out that no limits are imposed 
on benefits provided in the qualified plans to taxable organizations. 

Since the instances of diverting salary payments to the purchase 
of annuities are isolated ones, we believe that the better approach is 
found in that already taken by the Internal Revenue Service in 
revenue ruling 54-267, exhibit A attached. 

While the ruling applied to one specific situation only, the general 
principle underlying it extends to all of the other arrangements which 
ure properly condemned. 

We understand that a regulation can be drafted under the existing 
law which would make this clear. Such an approach would have the 
hasic advantage that it would consider all factors bearing on the an- 
nuity purchase, and not just the amount of the contribution. 

We hope that this subcommittee will explore to the fulles the possi- 
bilities of this recommendation before proceeding to measures which 
may give rise to many unintended hardships. 

1 would like to mention next the proposal to convert the present ex- 

clusion for certain fellowship and scholarship grants into a deduction 
in arriving at adjusted gross income. As we understand it, if adopted, 
the proposal would subject all fellowship and scholarship grants to 
pay roll withholding. 

This would mean that a student who has been awarded a grant which 
by law is not taxable, but on which the college would be required to 
withhold taxes, would not have use of the amount withheld until he 
had filed an income tax report at the end of the year and the refund for 
the amount withheld is made to him. In such cases the student would 
not have full use of the grant when he needed it most. 

The amount a fellow receives for his fellowship is usually relatively 
small in comparison with his normal income, and fellows undertake 
these programs at a considerable personal economic sacrifice. It would 
add seriously to a fellow’s burden to reduce even temporarily the take- 
home amount he would receive for living expenses if he were required 
to furnish working capital for the Government because of deductions 
for tax determination, even if the deductitons were only temporarily 
withheld by the Government. 

We believe that rather than changing the law, the present code and 
regulations should be clarified to eliminate misunderstanding on the 
part of college and university officials and of the students receiving 
the grants. 

The third item on which I would like to comment has to do with 
short-term charitable trusts. 

Under the present law, an individual may establish a trust with the 
income tax free if in educational institution is the beneficiary of the 
trust income. <A trust of this nature must be irrevocable for a period of 
at least 2 years. The staff of the Treasury Department has proposed 
that the life of the trust be increased to a minimum of 10 years. 

Weare glad to note that the staff of the Joint Committee on Internal 
Revenue Taxation has not, as yet, endorsed this proposal. 
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The council’s committee on taxation, along with a number of other 
associations and institutions, endorsed wholeheartedly the inclusion 
of the short-term charitable trust provision when it was being consid- 
ered as part of the Internal Revenue Code of 1954. The ar guments for 
the 2-year charitable trust are as valid today as they were in 1954. 

The economic situation which faces the majority of the privately 
financed institutions of higher learning, particularly the smaller ones, 
is serious. Many smaller institutions are often supported by one fam- 
ily or a small number of families. 

The present tax structure with its percentage limitations on deduc- 
tions for charitable and other contributions prevent many families 
from contributing as generously as they would like. The 2-year 
charitable trust was included in the provisions of the 1954 Code, then, 
to encourage more generous giving during the lifetime of a donor. 

The staff of the Treasur y Department did not give reasons for wish- 
ing to eliminate the present 2-year rule for such trusts. The provision 
was given full consideration in 1954 by both the House Committee on 
Ways and Means and the Senate Finance Committee. 

Special attention was given to this provision on the floor of the 
House as a whole when an amendment was adopted which allowed 
the grantor a deduction from gross income but not a charitable 
deduction. 

A more detailed history of the short-term charitable trust is at- 
tached as exhibit B. The history, it seems to us, leaves no room for 
doubt that the benefit was clearly intended. 

Mr. Chairman, in view of the purposeful intent for including the 
short-term charitable trust provision in the Internal Revenue Code 
of 1954, and because we believe the proposed change would do much to 
discourage formation of such trusts and thus deprive educational 
institutions of possible income, we urge that the present 2-year rule 
be retained. 

I wish to thank you for allowing me the opportunity to present the 
views of the groups that I am representing today. 

If the council’s committee on taxation and fiscal reporting to the 
Federal Government can furnish information in the area of its con- 
cern, that would be helpful in the deliberations of your committee, 
we shall be glad to do so. 

Mr. Miiis. Does that conclude your statement, Mr. Harwood? 

Mr. Harwoop. Yes. 

Mr. Mis. Are there any questions? 

Mr. Harwood, you have discussed specifically three of the sug- 
gested changes in the release of November 7, 1956, items 13, 24, 
and 26. 

The first one is with respect to compensation paid largely in an- 
nuity contracts by certain tax-exempt organizations? 

Mr. Harwoop. Yes. 

Mr. Mitrs. Do you recognize that there is any problem in that 
area from the viewpoint of the Treasury in the experience that you 
have had in dealing with educational institutions? 

Mr. Harwoop. Mr. Chairman, I had no idea until quite recently 


when this matter came up that there had been any abuse of the regula- 
tions, none at all. 
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I assure you that at our institution there has been none. We have 
had very, very few requests for us to divert any salary payments into 
annuities. 

Mr. Mriius. It has been called to our attention that there is a 
practice in a very limited number of schools, particularly with re- 
spect to part-time instructors, of creating an annuity for the full 
amount that might otherwise be consider red salary, perhaps at the 
request of the part- -time instructor who has other income and who 
would prefer that that which he received from the college be in the 
form of an annuity than in the form of salary; that to me is not a 
good practice. 

The Congress is much interested in further developing methods 
of preventing the avoidance of income tax. 

Now, it is your thought that if the Treasury feels that that prac- 
tice should be discontinued, that it has authority under existing law 
to regulate and to bring the situation under control ? 

Mr. Harwoop. Absolutely, Mr. Chairman; we agree that the prac- 
tice should be discontinued, and we also believe that under existing 
regulations the Treasury Department has full authority to do so. 

Mr. Mus. It is questionable in my own mind, and I think it is 
also questionable in the minds of those in the Treasury Department 
dealing with the subject and those working with us whether the situ- 
ation to which you referred in your statement is actually well founded. 

That covers an isolated situation, or one particular situation, as I 
understand, namely, where the instructor requests that his salary be 
reduced and that reduction put into an annuity. 

I personally doubt whether the Treasury has authority even to do 
that. I do question very seriously, therefore, that the Treasury has 
authority to take care of the situation by regulation. 

Now, if it develops as we pursue this matter that the subcommittee 
concludes that the Treasury feels that it is without authority to act 
to take care of the very situation that we think should be taken care of 
and prevent, then would it not be advisable for us to legislate in the 
field so as to clearly safeguard the development of annuities and not 
to jeopardize through this questionable use the entire program of the 
qualified annuities of the tax- -exempt institutions ? 

Mr. Harwoop. I agree wholeheartedly, Mr. Chairman. 

There are just two things I would like to add to that. 

I would like to quote this paragraph from the regulations, if I may. 

Mr. Harwoop. Section 403 of the 1954 Code, regulation 1403 (a) 
(1), paragraph 3: 

The annuity contract is purchased by an employer— 
and so on under such-and-such a section—- 


provided the purchase of the annuity is merely a supplement to past or current 
compensation. 

It goes on in great detail, Mr. Chairman. I think it’s quite clear, 
it is to us, and I do not think there should be any abuse of it. 

If, on the other hand, the Treasury Department. feels that some- 
thing must be done, we really feel that 10 percent is an entirely in- 
adequate figure. It is not realistic in today’s market. We feel that 
10 percent is an absolutely minimum plan. 

Mr. Mitts. Mr. Hardwood, I do feel that we need to legislate in that 
area, but I also share your apprehension with respect to the 10-percent 
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limitation; it might do violence to some situations that everyone 
would say legitimately represents what is intended to be permitted in 
connection with these unqualified annuities of tax-exempt organi- 
zations. 

I asked some witnesses who appeared before us earlier whether or 
not a 15-percent limitation might not be more appropriate and less 
likely to do violence to the legitimate situation. 

Mr. Harwoop. Well, it would be better, Mr. Chairman, I think, if 
it were still higher. 

Mr. Mitts. What figure would you say should be utilized by us to 
completely safeguard these legitimate situations ? 

Mr. Harwoop. I would think some 90 percent could be covered by 
a 25-percent limitation. 

Mr. Mitts. You would be satisfied, would you, if we fixed the limi- 
tation in such a way as to adequately safeguard the legitimate use of 
this provision ? 

Mr. Harwoop. If we could be allowed to report anything in addition 
to the 25 percent which was worthy of individual consideration, some 
special case perhaps. 

Mr. Mitis. Would you make for the benefit of the subcommittee 
and the staff a survey of your membership, if it is not too much trouble, 
to determine just where this limitation should be fixed to safeguard 
the legitimate use of the nonqualified annuity plan by the tax-exempt 
organizations ? 

I think that would be helpful to us because certainly as we tried 
to take care of what we considered to be an unintended use in this 
area, we do not want to preclude what all of us mean to be an in- 
tended use. 

If you will do that and submit it to us, we would like either to 
include it in the record or at least utilize it in our further consideration 
of the matter. 

Mr. Harwoop. We will dothat, Mr. Chairman. 

Mr. Ixarp. Mr. Chairman ¢ 

Mr. Mutts. Mr. Ikard. 

Mr. Ixarp. I just wondered if you would include in that infor- 
mation, well, you indicated a moment ago that you thought there might 
be exceptions to any percentage limitation ? 

Mr. Harwoop. There might possibly be. 

Mr. Ixarp. If you would also include, Mr. Chairman, any sugges- 
tion that he would have along that line ? 

Mr. Mus. If you can do that, Mr. Harwood, we would like to 
have that. 

Mr. Harwoop. All right. 

Mr. Minus. Now, your second item, No. 24. 

The suggestion, I think, comes to the committee because there is 
fear in some places that under the exclusion for scholarship and fel- 
lowship grants, there may be such confusion as to cause these fellows 
to fail to properly report income and the device of a deduction, rather 
than an exclusion sometimes leads to less confusion. 

If we find that, on further study of the matter, the exclusion should 
be changed to deduction, would you have any comment to make to 
us that would serve as a safeguard against violating any provision 
in that field ? 
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Mr. Harwoop. As I understood the proposal here, Mr. Chairman, 
we were to deduct from everybody, whether it was a tax-free gr ant 
or not. We were to withhold from everybody and then they would 
claim the money back a year later. 

Mr. Mins. That is suggested to get a true picture of what their 
income is. On the filing of the return, refunds would perhaps be 
made if refunds were indicated. 

Perhaps in some instances refunds would be indicated. 

Mr. Harwoop. It would work quite a hardship on the students, Mr. 
Chairman. They are pressing us for money, more money, today. If 
we were to withhold 18 to 20 percent from their small stipend, they 
just wouldn’t be able to live on it. 

We have boys working in school now, graduate school, living on 
$1,000 or $1,200 a year, and they are pressing us for more so that they 
can just exist, and for us to withhold 20 percent would just make it 
impleunibile for them. 

Mr. Miris. But you would not suggest, Mr. Harwood, I am certain, 
that such an individual who is receiving a grant of this sort should be 
permitted to evade the payment of tax on other income he m: iy have 
from some other source ? 

Mr. Harwoop. No. 

Mr. Mirrs. We find that that situation does exist to some extent, 
particularly in the case of fellowships, and this has been suggested 
to us as a means of providing a true picture of all income of the fellow 
and an administrative measure to better administer the taxes which 
are otherwise due, and solely for that purpose. 

Mr. Harwoop. I take it the other income is not reported, Mr. Chair- 
man ¢ 

Mr. Mitrs. In some instances we have found that there is confusion 
as to that because of the fact that this grant is exc}uded from income 
and there is no filing of the income- tax return at all to include other 
income on which there would be a tax. 

Mr. Harwoop. Maybe that would be obviated by our reporting the 
income, even though we do not deduct. 

Mr. Minus. Now, with respect to your last subject matter, item 26, 
which has to do with 2-year charitable trust, there was some discussion 
when this provision was enacted that the taxpayer himself might get 
some benefit through the creation of such a 2-year trust. 

Ve took care of the section in the enactment of 1954 so as to preclude 
the taxpayer getting any benefit taxwise from the establishment of 
such a trust, except in the ae area of reversion where there might 
be a possibility still of some tax advantage to the taxpayer himself. 

I think we could take care of that and even continue the 2-year 
charitable device, but you appear before the committee in support of 
this 2-year trust largely because you feel that if you do not have that 
opportunity there may be such a diminution of funds available to 
educational institutions so as to impair the very fine work which they 
are doing and the greater responsibilities which all of us realize they 
will have in the next 10 years. 

Is that your point? 

Mr. Harwoop. Well, yes, Mr. Chairman; we feel that it would be 
detrimental in our fund-raising efforts, particularly, I think, to the 
smaller schools, where 1 or 2 families are supporting them or have 
supported them. 
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I think this encourages them to give during their lifetime and has 
been very, very helpful. 

Mr. Mitts. ‘So you think there is a public policy involved, a public 
benefit involved, that outweighs the argument that is made to us 
that through the use of the device of the 2-year charitable trust the 
individual taxpayer can elect, if he wants to, to contribute more than 
30 percent of his overall income for charitable purposes? 

Mr. Harwoop. Yes, I think so, Mr. Chairman. I think we all under- 
stood that in 1954, when we were pressing for this. I think it was 
intended. 


Mr. Mus. I think that was understood, I doubt very seriously that 
we could consider that to be an unintended benefit. 


Mr. Harwoop. I think Mr. Stam remembers we discussed that 3 
years ago. 

Mr. Mixts. I think all of us understood what we were doing. 

Thank youso much. We appreciate your appearance and the infor- 
mation you have given the committee. 

Mr. Harwoop. Thank you. 

(The following material was later received for the record :) 


AMERICAN COUNCIL ON EDUCATION, 
OFFICE OF THE PRESIDENT, 
Washington, D. C., December 12, 1956. 
Hon. Wiisur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, House Ways and 
Means Committee, House Office Building, Washington, D. C. 


DEAR CONGRESSMAN Mitts: The American Council on Education’s committee 
on taxation and fiscal reporting to the Federal Government has considered further 
the proposal in item No. 13 to limit annuity contributions of tax-exempt organi- 
zations for their employes to 10 percent of salary. I am pleased to attach to this 
letter a statement of the consensus of the judgment of this group. This state- 
ment is supplemental to the one presented before your subcommittee on November 
26 by Mr. G. E. Harwood, of the University of Notre Dame, on behalf of the 
council’s committee. 

At your request the committee directed its attention to specific recommenda- 
tions which would control the isolated instances where salary payments are 
diverted to the purchase of annuities and at the same time would not discourage 
or restrict bona fide retirement plans. These recommendations, which are in- 
cluded under “Conclusions” toward the end of the attached statement, reaffirm 
the committee’s belief that the abuses complained of can be taken care of under 
existing law by regulations. In this connection, the committe looks favorably 
to the introduction of a reporting requirement for annuity purchases by institu- 
tions in excess of a certain stated percentage of salary of the employee. 

However, if a percentage limitation is established the committee believes that 
the basic limitation should be a “going rate” of 25 percent of current com- 
pensation and special provisions made to take care of supplementation, final 
pay plans, terminal funding, and such problems. 

We appreciate very much the opportunity to express the committee’s views on 
this tax matter and trust they will be helpful to your subcommittee in making 
its decisions. 

A list of the members of the council’s committee on taxation and fiscal reporting 
to the Federal Government is attached. 

Sincerely yours, 
ArTHuR S. ADAMS. 


LisT OF MEMBERS OF COMMITTEE ON TAXATION AND Fiscat REPORTING TO THE 
FEDERAL GOVERNMENT 


Laurence R. Lunden, treasurer and comptroller, University of Minnesota, Min- 
neapolis, Minn., chairman. 

Raymond B. Allen, chancellor, University of California, Los Angeles, Calif. 

J. R. Anthony, comptroller, Georgia Institute of Technology, Atlanta, Ga. 
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Thomas E. Blackwell, vice chancellor and treasurer, Washington University, 
St. Louis, Mo. 

Howard R. Bowen, president, Grinnell College, Grinnell, Iowa 

R. B. Draughon, president, Alabama Polytechnic Institute, Auburn, Ala. 

Cc. O. Emmerich, business manager, Emory University, Emory University, Ga. 

Laurence M. Gould, presiding, Carleton College, Northfield, Minn. 

J. Parker Hall, treasurer, University of Chicago, Chicago, Ill. 

G. E. Harwood, comptroller, University of Notre Dame, Notre Dame, Ind. 

E. T. Jolliffe, business manager, State University of lowa, Iowa City, Lowa 

D. I. McFadden, controller, Stanford University, Stanford, Calif. 

Carl M. McFarland, president, Montana State University, Bozeman, Mont. 

R. C. Magrath, treasurer, Tufts University, Medford, Mass. 

John F. Meck, vice president and treasurer, Dartmouth College, Hanover, N. H. 


SUPPLEMENTAL STATEMENT OF THE COMMITTEE ON TAXATION AND FISCAL REPORTING 
TO THE FEDERAL GOVERNMENT OF THE AMERICAN COUNCIL ON EDUCATION 


This statement supplements the one presented by Mr. G. E. Harwood, comp- 
troller of Notre Dame on behalf of the committee on taxation and fiscal reporting 
to the Federal Government of the American Council on Education before the 
Subcommittee on Internal Revenue Taxation on November 26, 1956. The addi- 
tional information concerns the proposal in item No. 13 to limit annuity con- 
tributions of tax-exempt organizations for their employees to 10 percent of cur- 
rent salary and is presented at the request of the Subcommittee on Internal 
Revenue Taxation. 

The committee on taxation and fiscal reporting to the Federal Government of 
the American Council on Education is greatly concerned with any proposed 
legislation which may weaken the colleges and universities throughout the 
country. The problems facing higher education today are of serious nature 
and will continue to increase over the foreseeable 10 to 15 years. The proposal 
in item No. 13 is of real concern to the institutions which are members of the 
council. Perhaps some discussion of the retirement plans of our institutions 
will help indicate the problems which would be created by such limitation. 


CURRENT SERVICE BENEFITS 


Prior to about 1920 most colleges provided pension benefits out of the institu- 
tion’s current income as a reward for the staff member’s services and accomplish- 
ments, or they relied upon the free pensions provided after 1905 by the Carnegie 
Foundation for the Advancement of Teaching. In the 1920's colleges began to 
establish formal funded retirement plans for their staff members. The plans 
adopted by the colleges have generally been “money purchase” type plans where 
the institution and the employee contribute a fixed percentage of salary toward 
the purchase of annuity benefits. Initially a total contribution of 10 percent 
of salary was considered sufficient to provide adequate retirement benefits. How- 
ever, with lower interest rates, increasing salary levels, and increasing life span, 
it became apparent in tne 1940’s that retirement benefits based upon contribu- 
tions of 10 percent of salary were inadequate. Many institutions, therefore, in- 
creased the contribution rates for their retirement plans above 10 percent. Most 
of these provided for total contributions of 15 percent, shared equally between 
the college and the staff member. In 1951 social security became available 
to the nonprofit institutions and helped to compensate for the inadequacy in the 
retirement benefits under the plans of private colleges and universities. At that 
time most of the retirement plans which were still on a 10 percent contribution 
basis added social security to their plans. These institutions which had already 
increased their contributions above this level either added social security benefits 
on top of those provided by their funded plans or, where finances were too limited, 
reduced the premium payments by some amount up to but not exceeding the 
social security tax. The same pattern was followed when social security was 
later made available to publicly supported colleges and universities. 

As the demand for capable college faculty and staff members increased, colleges 
were faced with the necessity of improving their staff benefit programs in addi- 
tion to increasing salaries. The competition for scientific and educational talent 
was not only among the colleges but also with higher-paying business, industry, 
and government employments. Beginning in the late 1940's a number of colleges 
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changed their retirement plans so that the college would assume a greater pro- 
portion or all of the contributions toward retirement. In business and industrial 
pension plans the typical employer has for many years assumed the greater 
portion or the entire cost of the retirement plan, encouraged in many instances 
by the tax advantages to the employer and employee. In the colleges only part 
of the tax advantage is available, since the nonprofit employer does not obtain 
additional tax deductions for his retirement plan contributions. 


Some problems related to current service 


Employment at higher ages.—The college world is rather unique among Ameri- 
can employments in generally providing fully vested retirement benefits. The 
staff members participating in retirement plans at the 722 educational institu- 
tions with retirement plans funded through Teachers Insurance and Annuity 
Association own fully vested retirement annuities. Thus they can transfer 
among these institutions without loss of pension rights. There is, for them, no 
barrier to employment at higher ages nor forfeiture of retirement benefits. 

However, in order to obtain an adequate supply of academic talent and to 
offset the loss of staff members to other employments, colleges frequently must 
attract people from business and industry, or public employments. In these cases 
they need to have not only attractive retirement systems, but also special arrange- 
ments to compensate individuals for loss of benefits when they leave the forfeiture 
retirement plans, commonly found in other employments. In order to provide a 
retirement benefit that is at all adequate for a man newly employed at age 45 
or 50, contributions in excess of 25 percent are frequently needed. 

Female lives.—A percentage limit on contributions toward annuities that 
would be appropriate for men would be too low for women. For instance, to 
purchase a benefit of 2 percent of current salary for a man age 64, it would cost 
27.5 percent of current salary; for a woman, 32.7 percent. 

Effect of OASI,—Attitudes toward whether OASI should be considered an in- 
tegral part of the retirement benefits hay been changing rapidly. For instance, 
the partial elimination of the social security primary amount in the steel industry 
settlement is an illustration of the state of flux in which the field of pension 
planning finds itself at any one moment. Furthermore, it is not known yet 
what effect the availability of OASI benefits for women at age 62 will have on 
retirement ages for women. Nor can one know the effect of future changes in 
social security programs. 

Is a percentage limitation feasible?—The suggestion in item No. 13 of “Addi- 
tions to the technical amendments bill of 1957” is that annuity contributions 
for current service of employees of educational, charitable, and religious organi- 
zations be limited to 10 percent of compensation in order to obtain tax defer- 
ment. A list of colleges and universities that now use total contribution rates 
of 15 percent or above in their plans with Teachers Insurance and Annuity Asso- 
ciation is attached (exhibit A.) Many additional Teachers Insurance and 
Annuity Association plans are between the 10 percent and 15 percent total 
contribution ranges. Although TIAA handles the retirement plans of a ma- 
jority of the higher educational institutions, many additional ones also go beyond 
the 10 percent level. 

In 1950 a joint committee of the American Association of University Professors 
and the Association of American Colleges conducted a thorough study of college 
retirement planning (AAC Bull, May 1950, pp. 308-828). One of the conclusions 
of this study was that as far as possible a sysiem of retirement annuities for 
educators should provide approximately 50 pereent of average salary over the 
last 10 years of service. A retirement plan based on contributions of 15 per- 
cent of salary reaches this objective only for persons who have 30 to 35 years 
of service under the plan and only when disturbing factors such as inflation do 
not enter. 

A maximum of 25 percent of current service contributions would solve the 
problems for the great majority of institutions and the great majority of indi- 
vidals. It would give leeway in most situations to take care of necessary 
future improvements in retirement plans. Compared with 10 percent limita- 
tion, it would ameliorate but not solve a number of problems, such as entrance 
at higher ages, adequate benefits for women, and the like. 


INFLATION, FINAL SALARY AND UNIT BENEFIT PLANS, SUPPLEMENTATION OF BENEFITS, 
TERMINAL FUNDING, PAST SERVICE, ETC. 


The above section indicates that a limit of 10 percent on contributions for 
current service is far too restrictive. It also indicates that a limit of 25 per- 
cent would solve the great majority although not all of the problems, but only 
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under the assumption of a level economy without inflation or other disturbing 
factors. 

This section will indicate some of the problems of inflation and other factors, 
as well as the problems of the suggested limitation on contributions to provide 
past service benefits to 10 percent of current or past salary times the number 
of years of service. 

An actual example will serve to illustrate several of these problems. One 
educational institution whose retirement plan was started in 1935 and provided 
for a 5 percent of salary employee contribution and a matching contribution 
by the institution, has amended its plan twice within the last 5 years to meet 
its original benefit objectives. In 1951, social security was added to the benefits 
provided by the plan. A reappraisal of the plan in 1953 led to provision for 
employee contributions of 2% percent of salary and employer contributions 
of 12% percent, in addition to social security. At that time the institution 
realized that many individuals who had participated in the plan at the lower 
eontribution rates based on depression-level salaries and some who were not 
covered at all prior to 1935 would receive wholly inadequate retirement benefits. 
To rectify this situation, the institution provided supplementation for indi- 
viduals who would be retiring after 25 or more years of service. The formula 
adopted provided that each of these employees would receive a minimum retire- 
ment benefit equal to 1144 percent times his regular monthly compensation for 
each full year of “eligible service.” Compensation was figured as of January 
1, 1953, or at age 60, if earlier. This minimum benefit was to include all bene- 
fits derived from contributions to annuities and the OASI benefits in effect in 1953 
(maximum of $85 a month). To provide for this minimum benefit level 
of employer contributions was necessarily increased. Table I indicates the 
amount of increase required. 


TABLE I.—Costs of supplemental benefits to bring plan up to date 


Monthly | Supple- 

Monthly Annuity | Required Age on ‘premium} mental 

| Years of | salary at | Desired from supple- Oct. 1, to age 65| contri- 
Em- | service | Jan. 1, total existing | mental 1953 to pur- | bution as 
ployee | at age 65| 1953, or | benefit ! plan benefit, (years chase, percent- 
age 60 if plus $85 | (4)—(5 and column age of 

earlier OASI months) (6) current 


Salary 


Ww 


Now se 
=~] Fe bo OO 


tm 


1116 percent times (2) times (3). 
2 Total regular plan contribution. 


NOTE.—Symbols F and M mean female and male. 


Table I demonstrates the large contributions sometimes necessary to catch up 
to inflation, counteract the ill effects of depression-level salaries, reflect service 
performed before the introduction of a retirement plan, and arrive at a reason- 
able level of benefits. The six individuals were chosen to demonstrate the 
effects on moderate and medium salaries and aiso very high salaries, as far as 
the educational world is concerned. 

Infiation 

The whole problem of inflation has caused great trouble in pension funding. 
Contributions that seemed adequate when made do not begin to provide adequate 
benefits for people retiring now. There must be room for supplementation. This 
problem needs no emphasis; everyone is well aware of it. 

Final salary and unit-benefit plans 

A few colleges and much of industry, financial, and governmental employment 
are covered by unit-benefit retirement plans that relate total benefits to final 
average salary or to the average of the 3 or 5 highest years’ salary. This type 
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of plan helps to protect the individual against inflation that occurs before his 
final years of service but does nothing to protect him during his retirement. 

An example would be a plan providing retirement benefits equal to 2 percent 
of final salary for each year of service. For a man retiring at age 65 in 1957, 
contributions of 27.5 percent of salary are needed to purchase the benefits for 
the 64th year only. Sut an additional amount, that can be enormous when 
expressed as a percentage of 1 year’s salary, must be contributed to meet past 
promises the funding of which was rendered inadequate by reason of inflation. 
These additional contributions, in effect, are automatically provided for in final 
salary plans. However, the colleges are faced with making special supple- 
mental arrangements to bring benefits up to a reasonable level. 


Supplementation of benefits 


If percentage limits are to be imposed on retirement plans for nonprofit organ- 
izations, they must take account not only of current service and past service 
performed before the installation of a retirement plan, but also supplementation 
of benefits that turn out in hindsight to be distressingly inadequate. 

Such supplementation now occurs, in effect, in the type of retirement systems 
widely used in other employments, as indicated above. It can also occur within 
present tax codes and regulations through other means than the purchase of 
annuity contracts. It would seem highly inadvisable for nonprofit organiza- 
tions to be forced because of limits on contributions to annuities to use other 
methods of compensation not considered by them to be appropriate. Unduly 
strict limitations might merely force the colleges into the annuity business 
through providing free, unfunded pension supplements. It has taken the col- 
leges 50 years of hard work to get rid of this; a retrogression would be most 
unfortunate. 


Terminal funding 


Some colleges accumulate funds during service and then purchase annuities 
with a single premium at the time of retirement. This situation does not seem 
to be covered by the suggestion in item 138 of the Additions to the Technical 
Amendments Bill of 1957. Certainly some provision for terminal funding is 
necessary in order, again, to avoid forcing the colleges into unsound arrange- 
ments and into the annuity business. As shown later, this problem can be han- 
dled within the framework of a general provision for past service, supplementary 
benefits, and terminal funding. 

Past service 

Item 13 proposes that ‘‘a special rule could be provided for contributions for 
past service of employees which Would permit contributions of an amount up to 
10 percent of amounts paid for past service (or 10 percent of the present wage 
rate times the period of past employment ).” 

As funding of college retirement systems matures, there is less and less of a 
problem in the past service area. However, there remain a considerable number 
of educational institutions that have no retirement systems and many others that 
were unable to finance past service benefits at the time they established their 
plan. Provision for such benefits by these institutions is essential to give 
retirement security for the individuals involved and to recognize service rendered 
by their faculty and staff members during times of depressed salary levels. 

The proposed 10-percent limitation is, again, far too restrictive and it does 
not even take into account the factor of interest earnings available on contribu- 
tions which might have been made during the period of service. 

Table II shows the percentage of contribution, related to total eligible past 
service compensation, necessary to purchase benefits of 1144 percent and 2 per- 
cent of total past service compensation. It demonstrates that the 10-percent 
restriction is much too low and that a 25-percent limitation would cover most of 
the problem except for women and for men at higher ages. 

If the contributions had been made at the time service was rendered instead 
of at the time past service benefits were actually purchased, then interest would 
have accumulated on the contributions. This can be reflected by inserting an 
interest factor in the formula for past service benefits as suggested later. If 
this is done, a limit of 25 percent would give reasonable leeway for solving the 
problem both for men and for women. 
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TABLE II 


Percentage of total compensation upon which past service is based required 
to purchase, at the age shown, past service benefits of 1144 percent and 2 percent 
of total past service compensation. 


Percentage of compensation required to purchase— 





Age at time of past service purchase Benefits for men Benefits for women 

114 percent 2 percent 144 percent 2 percent 

ofsalary | of salary of salary of salary 
45 sits aeate anieter aie wheal z ' 13.5 8.0 16. 1 21.4 
ase 15.1 20.1 17.9 23.9 
a a eh Rl 16.8 22. 5 20.1 26.8 
60 ‘ 18.8 25.1 22.4 | 29.9 
hese ; J 19.3 25.7 23.0 30.6 
62 ‘ ated cane 19.7 26.2 | 23.5 31.3 
63 20.1 | 26.8 24.0 32.0 
aid oi vs cide eprancethtederatintaedel 20. 6 27.5 24.5 32.7 
65....---------- : 21.0 28.1 25.1 33.4 


Actuarial basis: (1) Mortality: 1937 standard annuity table set back 4 years for males and 5 years for 
females; (2) Interest: 244 percent compounded annually; (3) Expense: 4 percent of gross premium; (4) Re- 
tirement age: 65. 


CONCLUSIONS 
Recommended procedure 


The committee on taxation and fiscal reporting to the Federal Government of 
the American Council on Education questions whether a need has been shown 
for the proposal made by the staff of the Treasury Department and the Joint 
Committee on Internal Revenue Taxation which would limit, for tax deferment 
purposes, annuity contributions of tax exempt organizations for their employees 
to 10 percent of salary. This proposal, we believe, reaches so much further than 
the abuse which is under criticism. The statement presented by Mr. John Paul 
Good pointed out that these exceptional arrangements not in accordance with 
the law could be taken care of appropriately under existing law by a regulation, 
perhaps including the following items: 

1. A statement of general principle that the purchase of an annuity con- 
tract as set forth in section 403 (a) (1) means a bona fide purchase of an 
annuity with the primary intent of providing for the retirement of a staff 
member and not the dealing with sums of money which might otherwise 
have been paid to the employee by way of current compensation. 

2. Specification of a number of factors to be taken into consideration in 
determining whether or not there was a bona fide purchase. 

3. Introduction of a reporting requirement for annuity purchases by tax- 
exempt organizations in excess of, say 20 percent of the current salary of 
the employee, with perhaps some leeway for contributions representing 
past service. 

A percentage such as 20 or 25 percent would be low enough to catch cases involv- 
ing the abuses complained of without at the same time requiring long lists of 
individuals from many educational institutions. Because bona fide arrangements 
above 20 percent could be approved, this would take care of the complications 
and problems resulting from the proposed percentage maximum. The reporting 
requirement could be instituted under the general provisions of section 6033 as 
to exempt organizations or section 6051 as to employees. 

The council’s committee believes this approach is feasible, that it will elimi- 
nate the abuses complained of, and yet avoid the dangers of arbitrary limits 
that cannot fail to cause problems for some colleges. 

Use of this method also would give time for more adequate study of limits 
that would be appropriate if such are determined to be necessary after a fair 
trial is made of the provisions of current law. 


Percentage limitation 

If in spite of the difficulties indicated throughout this statement a percentage 
limitation is established, it should be high enough to cover reasonable needs 
and, since it is a maximum, to give at least some leeway for providing adequate 








322 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


retirement benefits for women as well as for men, for people at varying ages, 
and for allowing future improvements in retirement plans. 

Furthermore, it should be so designed as to allow adequate past service bene- 
fits, terminal funding, and supplemental benefits to make up for past inade- 
quacies in contribution rates, and at least in some degree to take account of past 
and possible future inflation. 

A limitation of 25 percent of salary for current service benefits, with an 
equivalent limitation covering past service, terminal funding, and supplementary 
benefits would seem to be the lowest feasible maximum to impose. As indicated, 
a 25-percent limit would not solve all the problems but it would solve most of 
them. Specifically: 

1. The basic limitation would be a “going rate” of 25 percent of current 
compensation. Anything within this limitation would qualify without further 
consideration. 

2. A further provision to take care of supplementation, final-pay plans, terminal 
funding and such problems, should take the form of a cumulative limit. 

The specific cumulative limit proposed is 25 percent of current compensation, 
regarded as having been deposited in each year of service in the past and accu- 
mulated to the present time with interest at the rate of 3 percent per year 
compounded annually. 

8. In order to prevent the provisions of (2) above from being misused through 
the device of an artificially high compensation in 1 year, it could be provided that 
the “current compensation” used in (2) be not greater than three times the 
average compensation received from the employer in all years to date, perhaps 
dropping out the 3 years of lowest pay. 

DecEMBER 11, 1956. 


Exnisit A.—Fducational retirement plans with contribution rates of 15 percent 


or over? Contribution rate 
Colleges and universities: (percent) 

Aibany aw fekool;: New :Borkluoc sig Soe i oe acti 15 
Allegheny College; Penmeaylvaniec 65 a et ee atoae 15 
American College for. Girls; Turkey 2.2 ib iin ae i ek es 15 
Babson Institute of Business Administration, Massachusetts_______- 15 
Bellarmine ‘Coblewe;-Miemtnetpiisié 20 i ce es eas 15 
Birmingham-Southern College, Alabama____-----.__--___-------- 15 
jrown University; Rhode dstend.ss ues ee ee ee 15 
Carnegie Institute of Technology, Pennsylvania__.......__-______-_ 15 
Catholic University of America, Washington, D. C__._______________ 5 
Chestnut Hill College, Pennsylvania___......._--_~--~ 5 
Qilarement: Coblewe,) Onilifertiit sso. to ois ee tes es eas 16 
Claremont Men’s College, California.__..........___._._.-_________ 16 
Colorado’ Gotlewescs tes pe cei ees is odes eh 15 
Oolunmbia Bniversity,: New Work. 20 3.260.222 2-ks eee 15 
Cooper Union, Mew Momiel 5565 se oe eel se ce ced Seri 15 
Dartmouth College, New ‘Hampehires« 5 te lest 16 
Delaware, Univeraity Gin to see hk ees ee ee i 15 
Hofstra College, Mew Wot stiss6) go et ltd we 17% 
imotena Uaiverniey 0 a Se eS ee a et oles ee 15 
Institute for Advanced Study, New Jersey______..__--____-________ 16 
Manhattanville College of the Sacred Heart, New York______________ 15 
Michigan, Univeruity efit. sutaiswsitsgi tiie tht ssa cin 15 
Milis College of Wducation, New Wort: 0202.02 nt Se ek 15 
Milwaukee-Downer College, Wisconsin._...........______________ 15 
Mount St.:Marg’s Oollege; MATyianG. -6bi el in 15 
Muhlenberg College; Pemmaylwamie. 6 oii oe es Sec eee 15 
National College for Christian Workers, Missouri_......_....____-___ 15 
New Yorks “Uv Vereehisis oils se tas lee Satildeios— santé 15 
Odertin Cofleme@: ORO... asedilas. cscs esd idee poe, til. tuo 15 
Parifie: Universtiy, Oren. 0. ain deca bigass able dicdens—cidt oe 15 
Pomone (ollege, Cater e oiccra sheds saissp isan Bh bea ecscectedee sich cdadencss 16 
Princeton University, New Jersey (under age 35, 10 percent; 35 to 44, 

12 percent; 45 to 49, 16 percent ; 50 and over, 20 percent) ________-- 20 
Providence College, BRho@e Island... 2... 6 SHO 15 


1 All of these plans have total employer and employee contributions of 15 percent or 
above on salary in excess of $4,200. In 45 percent of these plans the contributions are 
mefaced on the first $4,200 or salary by some portion of, but never more than, the tetal 

ASI tax. 
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Exuisir A.—Edueational retirement plans with contribution rates of 15 percent 
or over—Continued 
Contribution rate 


Colleges and universities—Continued (percent) 
Puget Sound, College of, Washington______-__ asics AGG ea Danii 15 
Purdue University, Indiana_______-_____ a a ae 15 
ma Gs CE Si 28 BR i ics ticles termini 15 
Rochester Institute of Technology, New York__------~~---------~--- 16 
Rochester, Datrenuity at... New! Week. occ + sci be ict eison 15 
moperte Wealeyan Collese.. Ni (Tents . xine ieshiicucsnn-cneniaiow 15 
St. Mary-of-the-Wood College, Indiana__......-_-----_-...----_- 15 
Scripps College, Californias ..cccaiiinsalisicedd- ccciceine se ieta ibis 16 
Stene College... Mow. York ci joeml nase oct. ntiasdtitidntibndees 15 
Simmons College, Massachusetts_...0. 22-225 ni ee 15 


Skidmore College, New York (under age 30, 6 percent; 30 to 39, 
percent ; 40 to 49, 10 percent; 50 and over, 20 percent) 
Smith College, Massachusetts__....-..___-_U. bs 
Stentord University, COMtOrnIe ..Q..niisat wee. bee ctu 15 
Stevens Institute of Technology, New Jersey (under age 30, 11 
percent; 30 to 39, 12 percent; 40 to 49, 13 percent; 50 to 59, 14 


percent ; 60 end over, 15: percent ) nnn wenidiiccenedndinced 15 
Syracuse, University of,. New. Notissuue assets de LL 15 
Teachers College of Columbia University, New York __ pr 15 
Tufts University, Massachusetts.__.........--------__ Sti icuad 15 
Tulsa. Thaiversity of: ORsenetiReaiiescil- se deeetesnes lw ti oi ds 15 
Tnies Colleges’ New Vor icine iiisedanes lected itll au 

U. S. Department of Agriculture Graduate School, W ashington, D. C. una 28 
Valnaraian University, Iniiene... oii? satrnbe cc eckkc oes) EE 
Vasear Ooliese, New York:3.U «eric. cus: Sock loPtdnidet 2 oiccee:.| $8 
Washington and Lee University, Virginia_____-_ Se Socks anes 15 
Washington, State College of: 

ptrance: UNGCF AGO Aa tilis cnc es Jo ese te 15 

PEMtrance a80 fe - Gna Gietics uid cok eel ee 20 
Washington and Jefferson College, Pennsylvania__.......__________ > 15 
Washington University, Missouri (under age 50, 10 percent; 50 and 

OVGE, 25) TCU CINE D caenrenththhtcke hi aban ob Sich a lid wih echt th teicher leh headal thee ar 1S 
Washington, University @fi¢00.. soda tb a el 15 
Wellesley. College, Messachusette ns ee ie 16 
Wy GIG Cece. TG ta badd a wll) Ieee Be 15 
Wesevgen Univecnity. Comnectiemt) Jos50 side es gi Te 15 
Westminster Choir College, New Jersey.._-...-._...___.__ 1, 15 


Wilson College, endl cama ule hS cots i alt Se ere 15 


o 

Wittenhers Collepe: 0iieue%..ittotiacad tiie fo ek 16 
Junior colleges, private schools : 
Buliwin School. Peamerwene. woo te a eh we ae 20 
Bradford Junior College, Massachusetts_____...____.__________ 15 
Centenary Junior College, New Jersey.................__...__..___ 15 
Chanin. School LAd...New. Joris ee ee 15 
Charles E. Ellis School for Girls, Pennsylvania___.._____________. D. 36 
Cranbrook School, Michigan _............._____- signal a ae 15 
Grosse Point University School, Michigan________________ hate aie eae 15 
Groth Gebeol; Comiectioktiiic eo i a 16 
ioraece Monat School: Naw | aoe io) cao i 15 
FE SEER SOE. TACTIC. NON ac tate ash ech stat ialehecak tates pied idan ih ead cakhek 18 
Se SO Se i i 15 
Ba REPU TUE TUT MI aia sad es bcs ection spon se oe 15 
Weinsetes Betis Grae ee le 15 
St. Stephen’s Episcopal School, Texas._..._...._.._._-_____________ 15 
sewickiey Academy, Pennewivenia..: 2114 4.246.002 0 ens 15 
Valley School of Ligonier, Pennsylvania__......_.__.._..______________ 15 
Tyee CUPUEI, “VUTOR Teen ne estes aieemanen 15 
Foundations, research institutes, and educational associations: 

Aired, 1, ci: Pomt. WimtiCiGee, TCi WO ascii sk i cities 15 
Alfred P. Sloan Foundation, New York___-___________- ibejcacdhaaie Meascanieleicl 20 
Alumni Federation of Columbia University, New York___.__-____~_ oo, 
American Association of Colleges for Teacher Education, New York_. 15 
American Association of University Professors, Washington, D. C_... 15 
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Exuisit A.—Educational retirement plans with contribution rates of 15 percent 


or over—Continued 


Foundations, research institutes, and educational 
associations—Continued 


Contribution rate 


(percent) 

American Council on Education, Washington, D. C____----__________ 15 
American Council To Improve Our Neighborhoods, New York__~- ~~~ 15 
American Geographical Society, New York_--~-------------__--___ 15 
American Universities Field Staff, New York ----_-_-_.___________ 15 
Association of American Medical Colleges, Illinois_____._._________ 15 
Cambridge University Press, Massachusetts_._.______________-____-__ 15 
Carnegie Corporation of New Tork... 22 iis tS le a 15 
Carnegie Endowment for International Peace, New York__--__-_--_- 15 
Center for the Advanced Study in the Behavioral Sciences, California. 15 
Council on Foveien Belations, New- Tork. 22 ossses oe eal 15 
Hast WUromok Wa, Tee ws esses eh hieetebeblees 15 
Educational Television and Radio Center, Michigan________________ 15 
Educational Testing Service, New Jersey (age 30 to 44, 15 percent; 

OS 06) GB DU PORE) a cenintitsianinsarner eee Sl Su Oo) a 20 
Edward W. Hazen Foundation, Connecticut____.____.______--_---_- 15 
Ford Foundation, New Tore... oe) Bus oe el 15 
Foundation for Research on Human Behavior, Michigan___________ 15 
Fund for the Advancement of Education, New York__-_-_--------_-~ 15 
Wand, for. Aut TORO, Pee Oe retina ode ei 15 
Punt for: ties Bepanic, New BWeeksissk Sela Bo 15 


Genoral Haucation Board, NOW BO Ua 
Gorgas Memorial Institute, Washington, D. C____-_------__-_--_-- 
Governmental Affairs Institute, Washington, D. C____-_--_--_____- 
Hating Taeoretories, NOW YOrm.. 2c ee ie 
Huntington Library and Art Gallery, California___._.____.___-____--_ 
Institute for International Social Research, New Jersey___-______- 
Institute of Public Administration, New York 
Intercultural Publications, NewYork... 221... ..-- ~~... 
John and Mary R. Markle Foundation, New York_--___.__--___-__~- 
Joint Council on Economic Education, New York_---_-__---______- 
Memnrial Hlompital, New Worn see bn es 
Milbank Meomottal Mund. New Werke oss hain 
National Merit Scholarship Corp., Illinois_._._._._...._._.___...______ 
Popitiation Council; New TettcS ed ewewcdlics 
Resources for the Future, Washington, D. C___..-_-____--____--__ 
Rockefeller Institute for Medical Research, New York__--.----_--- 
Rockefeller Foundation, New York... euiilecelesict jc 
Sloan-Kettering Institute New Cork_.6.s is i 
Southern Education Foundation, New York__~------.___-_-_______ 
Teachers Insurance and Annuity Association, New York___________ 
TPetivetie : AMSG AIE TOW SOCK i i Se id’ 
Total number of plans, 128. 


Mr. Mirus. Our next witness listed on the calendar is Mr. Weston 
Vernon, Jr., and the chairman understands that he has been unavoid- 
ably detained, and also that the Radio-Electronics-Television Manu- 
facturers Association representative is not here. If that is the case, 
that concludes the hearings of the committee for today, and the com- 
mittee will stand adjourned until 10 o’clock in the morning for an 
executive session in this room. We will resume hearings at 10 o’clock 


Wednesday morning next in this same room. 


(Whereupon, at 3 p. m., the subcommittee recessed, to resume at 


10 a. m., Wednesday, November 28, 1956.) 
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TECHNICAL AMENDMENTS TO INTERNAL REVENUE 
CODE 


WEDNESDAY, NOVEMBER 28, 1956 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL ReveNvE TAXATION 
OF THE COMMITTEE ON Ways AND MErans, 
Washington, D. C. 

The subcommittee met at 10 a. m., pursuant to recess, in the hear- 
ing room of the Committee on Interstate and Foreign Commerce, 
House Office Building, Hon. Wilbur D. Mills (chairman of the sub- 
committee), presiding. 

Mr. Mitts. The subcommittee will come to order. 

Our first witness this morning is Mr. H. F. Johnson. 

Mr. Johnson, will you identify yourself for purposes of the record, 
please, sir? 


STATEMENT OF H. F. JOHNSON, GENERAL AGENT, NATIONAL LIFE 
INSURANCE COMPANY OF VERMONT, CHICAGO, ILL., ACCOM- 
PANIED BY J. M. EDELSTEIN, AGENT, CONNECTICUT MUTUAL 
INSURANCE CO.; JAMES A. DEERING, INSURANCE BROKER, NEW 
YORK CITY; AND J. MILTON COOPER AND LEONARD L. SILVER- 
STEIN, COUNSEL 


Mr. Jounson. Mr. Chairman and Congressmen, my name is H. F. 
Johnson, and I am the general agent of the National Life Insurance 
Company of Vermont. My office is located at 208 La Salle Street, 
Chicago, Ill. 

I am accompanied by J. M. Edelstein, agent, Connecticut Mutual 
Insurance Co.; James A. Deering, insurance broker, New York City, 
and by counsel, J. Milton Cooper and Leonard L. Silverstein. 

The subject of our testimony is topic 21: “Interest deductions for 
loans on annuities and life insurance policies.” 

This subject is referred to in the industry as bank-financed insur- 
ance. 

We speak on behalf of a group of individuals, located throughout 
the country, who have utilized bank-financed insurance arrange- 
ments, as a result of which literally many thousands of persons now 
receive current insurance protection who otherwise would have been 
unable to do so. 

My purpose in testifying today is, frankly, to clear the air thor- 
oughly concerning bank-financed insurance. I intend to do this first 
by explaining fully to the committee the manner in which the bank- 
financed insurance plan operates. 
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Next I will indicate the very useful purposes which this method 
of paying premiums serves. Startingly enough, I will demonstrate 
that bank-financed insurance produces revenue gains, not losses. 

Further, as has been previously testified to, the proposed legislation 
will produce a statute certain to be unworkable administratively. 
This law would discriminate against those individuals who need in- 
surance protection now, and in favor of those already amply sup- 
plied with liquid resources or working capital. 

First, let us consider the manner in which bank-financed insurance 
operates : 

This insurance is nothing more than normal life insurance, except 
that the cash values are “borrowed out” by the insured, as and when 
they are developed within the policy. Since a life-insurance policy 
has little or no cash value when it is first executed, the bank-fin: unced 
insured must borrow to pay such initial premiums, putting up his own 
assets as collateral. There are no other differences between bank- 
financed and normal life insurance. In fact, the cost of bank-financed 
life insurance is greater to the insured by the amount of the interest 
payments actually made. This fact will be demonstrated by a com- 
parison of charts showing the actual amount of the interest payments 
over the life of the policy. 

It will be noted also that in the normal bank-financed insurance 
arrangement the insured must pay the initial premiums in the early 
years or continuously have at risk substantial amounts of collateral, 
subject to call at any time should the policy y be canceled. Should this 
occur, the insured has paid not only the premiums owed while the 
policy was in force but, in addition, the interest payments on the total 
amount loaned. 

In other words, bank-financed life insurance parallels precisely the 
situation with which I am sure every member of this committee is 
familiar: 

An individual having permanent life insurance—that is, insurance 
other than term—which has developed a cash value determines to bor- 
row back this cash value at some point during the pendency of his 
policy. Bank-financed insurance presents ext actly this situation, ex- 
cept that the cash values usually are borrowed as the premiums become 
due to help pay them, instead of permitting those cash values to remain 
within the policy as a dead asset. 

Consider next the uses to which bank-financed insurance plans can 
and are being put. In bank-financed insurance the protection in the 
early years is great. This decreases, of course, as the loan increases 
over the years of life of the policy. I am certain that the committee 
will readily see its obvious uses. 

For example, a professional man who has high expenses currently 
has spent considerable of his capital on his education and needs pro- 
tection now while his family is young. 

Similarly, the small- or growing-business man has capital needs. 
Bank-financed insurance ideally suits his special needs, since he needs 
his own funds to invest in his own business. Through the use of bank- 
financed insurance, he can maintain family insurance protection, yet 
borrow from the policy its savings feature, and it is known in the trade 
asthe cash value. These funds can then be used to capitalize his small- 
business operations or his profession. 
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So-called term insurance, which usually has no stated or permanent 
cash value, in no way satisfies the needs of either of these groups, since 
in late middle-age term insurance is either not available at all or, if 
available, it can be obtained only at prohibitively high rates. 

Our charts will show how bank-financed insurance remains in force 
on a decreasing basis throughout the life of the insured. 

In the light of my remarks, members of this committee may well 
have asked themselves, “What, then, are the so-called unintended 
benefits?” 

Let us next refer to the Treasury announcement itself. It there 
states what has already been explained, that the so-called endowment 
feature, as distinct from the term-insurance feature, of a life-insurance 
policy, has in effect been loaned to the insured. It then adds that: 

Taxpayers are obtaining the benefit of the interest deduction with respect 
to the funds borrowed and also the benefit of the accumulation in the insurance 
company reserves of tax-free-interest income. 

Such an arrangement is referred to by the Treasury as a special 
advantage which should be eliminated. 

Let us analyze this allegation. 

The first portion of the Treasury’s charge refers to the fact that 
the taxpayer receives the benefit of the interest deduction. I am cer- 
tain that this committee knows far better than I that since the incep- 
tion of the income-tax law, taxpayers have been permitted to deduct 
interest as a general rule on all borrowed money. 

I refer this committee to chart C which exemplifies just a few 
illustrations. 

Let me say for the moment that chart C is attached in the back. 
You will see on that chart a few illustrations. “Travel now and 
pay later.” Nothing prevents a taxpayer from borrowing money, 
going on a vacation and deducting the cost of the interest. The 
higher the bracket of the taxpayer, the less the cost of the borrowing. 

No more laudable purpose exists for borrowing than for the buy- 
ing of ahome. This means, of course, that the higher the bracket of 
the homeowner, the less the cost of money and, therefore, the greater 
the loan that can be made by him. Compare his situation with that 
of the individual whose tax bracket or other situation is such that he 
cannot afford any costs of borrowing. He must rent his living quar- 
ters without the benefit of any interest deduction whatsoever. 

Note also the case of the taxpayer who desires to purchase jewelry 
through the use of borrowed money, and let us assume that the 
purpose of this borrowing is utterly frivolous. He can deduct the 
cost of that loan just as the homeowner can deduct the cost of his 
loan, or the vacationer the cost of his. 

I ask this committee, in the light of the above random examples, 
whether it is a fair legislative purpose to deny interest deductions on 
loans which usually have as their sole function the maintenance of 
current insurance protection for wives and growing children. It 
is important that tax laws shall not in any way undermine the funda- 
mental soundness of owning life insurance, otherwise certain obliga- 
tions for or a pac of dependents may fall on society as a whole. 

I earnestly submit that so long as interest on indebtedness incurred 
even for a frivolous purpose is deductible, interest on loans to pur- 
chase life insurance is the finest illustration of a proper use to which 
that deduction can be put. 

85105—56——22 
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Now consider the other side of the question. The Treasury points 
to the fact that the bank-financed insured taxpayer receives a bene- 
fit in the form of accumulation in the insurance company reserves of 
tax-free-interest income. The reference here is to the fact that a 
part of every permanent insurance premium is used as part of the 
policy reserve; that is, its cash value. These reserve funds are 
invested by the i insurance company, and a portion of the return from 
these investments is added to the cash value each year. 

Is this a benefit—unintended or otherwise—and if so, to whom? 

In the first place, the amount of the investment increment, that is, 
the so-called inside buildup, initially approximates 2 percent or 21/ 
percent of the total cash value. This sometimes occurs, however only 
if the policy is maintained in force and it grows only gradually with 
the age of the policy. If, as often happens, ‘the policy is canceled, even 
after 20 years, the gross amount of the inside buildup when added to 
the pure reserve, the insured’s own ¢ apital, can be less the net premium 
paid. Is this a benefit ? 

I submit to this committee that if an individual wants to put his 
money to work as an investment, as distinguished from insurance pro- 
tection, he will not seek an investment which gives him no return at 
even the end of 20 years. He will, as the bulk of taxpayers in this 
country do, seek the stock market, real estate, or other forms of invest- 
ment with a higher yield. 

It is also pointed out, however, that this inside buildup is extremely 
beneficial in that it is tax free. 

In actual practice, however, there is little, if any, of the inside 
buildup which becomes available to any insured. Thus, if the insured 
maintains the insurance in force until he dies, the entire amount of the 

cash value, including the inside buildup, is merged with the insurance 
punteckion. 

In other words, although a portion of the loan was being used to 
earn at a small rate, this amount is never available to the insured for 
any purpose except the face amount of the insurance protection. 

If the insured is forced to cancel the policy, the full amount of the 
buildup is taxed at ordinary income rates; that is, if any gain in fact 
occurs. In many instances, the inside buildup is partly or wholly eaten 
up by the insurance company itself, either due to surrender charges or 
overhead charges which occur while the policy was in force. 

Put another way, the so-called benefits from the purported inside 
buildup in a policy is either never available to him, that is, the insured, 
in any form or if it becomes available, it is taxed upon cancellation. 

As it is under the existing law, everyone who can obtain insurance 
receives an inside buildup. If the proposed legislation were enacted, 
then the inside buildup would still be available. Only the man with 
already accumulated wealth would be able to pay the premiums out of 
pocket for permanent insurance in which this so-called tax-free buildup 
exists. All other persons would be unable to buy adequate amounts 
of permanent insurance for the security of their dependents. 

Furthermore, we do not feel that it is the intention of this commit- 
tee that the use of insurance policies for credit purposes is to be 
impaired. 

We earnestly submit to this committee that if a tax benefit exists 
in any case, it exists to the insurance companies themselves. To deny 
it to their insureds serves only to heighten the discrimination between 
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the small-business man, the professional man, and those who have 
already achieved status and wealth. 

We suggest that this committee could not possibly countenance such 
legislation. 

‘Let us now consider briefly the actual mechanics of the proposed 
legislation. 

‘The suggestions set forth in topic 21 would deny the deduction for 
interest on amounts paid on indebtedness incurred or continued to 
purchase or carry insurance where the policy was purchased pursuant 
to a plan whereby premiums would be borrowed. This means that 
where an individual pays the initial premiums himself, he can borrow 
against the cash value freely. 

Compare this situation with the rising professional man or the 
small-business man who needs capital in his business. Assume he can- 
not purchase sufficient insurance unless he borrows the cash value por- 
tion to pay premiums. Such an individual is denied not only the 
right to deduct interest on the initial loan but the right to deduct inter- 
est on all succeeding loans. 

We earnestly submit that the line suggested in the proposed legis- 
lation is impractical to draw. In other words, that such a statute 
will prompt obviously sham transactions, such as loans ostensibly made 
for other purposes which are in reality, through a series of borrowings, 
used to finance insurance. Not only will the cost of administering 
such a statute be extremely burdensome to the Revenue Service, but 
in the long run it is doubted if any effective enforcement of such a 
rule can be had. 

To make matters worse, the proposed legislation would deny inter- 
est on loans incurred in connection with bank-financed insurance 
plans entered into many years ago, long before this report or any 
thought of proposed legislation. 

This develops from the fact that a bank-financed insurance loan usu- 
ally must be renewed through a separate loan each year. This means 
that those taxpayers who entered into bank-financed arrangements as- 
sumed that they could deduct interest on loans for that purpose in the 
same manner as they could deduct interest on amounts borrowed for 
any other purpose. 

I hope that this testimony has now raised in the committee’s mind 
the very same questions which exist in my mind. Wherein lies the 
true basis for the concern about bank-financed insurance / 

Is there a potential revenue loss? Obviously not. This is so be- 
cause bank-financed insurance actually promotes commerce and pro- 
duces a fiow of taxable activity. An insurance policy is negotiated, 
thus causing a taxable insurance broker’s fee to be paid. A bank loan 
is negotiated, thus causing taxable interest to be paid to the bank. 
Working capital is now free for use in productive, taxable enterprise. 

Is this a tax gimmick in the sense that a profit as distinguished from 
insurance protection is produced ? 

In some quarters it is suggested that, if substantial advance pre- 
miums are paid, direct profit can be made from the purchase. 

We submit that section 264 of the existing law, if administered in 
accordance with its purpose, prevents trafficking in insurance policies 
for profit. 

There obviously is some other answer. 
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I stated at the outset of my testimony that I was here to clear the 
air concerning this problem. Unfortunately, the issue of bank- 
financed insurance has become entangled with various internal prob- 
lems within the insurance industry. 

Since the caliber of the insured taxpayer is high, a carefully trained 
agent must necessarily advise as to his situation. Certain insurance 
companies seem unable to train the men who can reliably advise and 
handle the financing necessary to arrange this type of payment of 
premiums. Within the industry, objections to bank-financed insur- 
ance are made upon the basis of the economic risks involved to the 
insured. The issue of the so-called tax benefit is, however, not in any 
way involved, and it is only when the question is considered outside of 
the industry that the tax issue has been raised. These are entirely 
intraindustry problems. 

If interest deductions on life-insurance loans, of whatsoever type, 
are to be disallowed, then interest deductions on all types of loans 
should, in justice, also be disallowed. To discriminate against life in- 
surance would be undemocratic, unecnomic, and un-American. 

Mr. Mixts. Does that complete your statement, Mr. Johnson ? 

Mr. Jounson. Sir, I would like to have just a couple of minutes of 
oral testimony to be entered by Mr. J. M. Edelstein, who will describe 
the charts that appear attached to this statement. 

Mr. Miius. Mr. Edelstein, you are recognized. 

Mr. Epensrern. Thank you, sir. 

These charts, there are five of them. I would like to refer to them 
to point out clearly and graphically the difference between the normal 
payment of a full premium on a life-insurance contract versus the pay- 
ment of a premium under a bank-financed plan. 

The first, chart A, indicates that the face amount of insurance is 
$100,000, with a full annual premium of $3,563. Now, in this instance 
we are using the dividends to purchase additional insurance, but we 
wish to point out that the gray line that expands from left to right 
is the total amount of premium paid by the individual, that is out-of- 
pocket capital expenditure. 

Now, at the end of 20 years. at which time the purchaser is 65 years 
old, the total amount paid in is greater than the cash value. Should 
this policy be liquidated, in other words, he would be unable to pro- 
cure back as much money as he paid in, so that there is no gain upon 
the transaction to him, and his net amount of insurance has diminished 
over the period of years. 

Now if I might turn to chart B, we will indicate the procedure fol- 
Jowed by using a bank-financed method. The lower section, dealing 
with premium and cash value, is identical, because the premium is the 
same whether a bank-financed-premium procedure is followed or not. 
On top of that, however, he must pay interest, which is indicated in 
the next area, indicating then that the total expenditure for insurance 
purposes is greater under a bank-financed plan. Someone must pay 
the amount borrowed and, since he is going to borrow the amount illus- 
trated as cash value, it will be paid out of the death proceeds at the 
other end of the line. That is indicated by the fact that the death 


proceeds diminish much more rapidly than they would under the 
normal procedure. 
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The real reason, then, why a man would buy bank-financed insur- 
ance is that he wishes a greater amount of protection in the earlier 
years as against a lesser amount in the later years, without increas- 
ing his outlay or enabling him to procure the maximum with a 
limited amount of outlay at the very outset, and I believe these two 
graphs clearly indicate that. 

Our charts C and D have been referred to by Mr. Johnson and 
indicate clearly that interest is deductible through other methods of 
borrowing. 

Now chart E explains one other facet. Since the net amount of in- 
surance available under a bank-financed plan could basically be called 
term insurance, then we have indicated a third type of plan or a term- 
insurance plan. Here we have taken the dividends off to allow for a 
level $100,000 of insurance. The outlay on the part of the individual 
is indicated in the lower portion where we see that the cost of insurance 
is the first bar represents $51,000, that is out-of-pocket money on the 
normal plan. Term insurance to 65 would require an outlay of 
$33,570; the bank-financed plan would require an outlay of $33,303, 
just about the same as term insurance. But he no longer has any term 
insurance at age 66, because term insurance runs out at age 65 and all 
the premium paid out becomes a cost for which he has already re- 
ceived a death benefit but will receive no more. 


But under the bank plan he has a continuance of insurance, there- 
fore he was able to purchase what we will call a permanent-term con- 
tract by using this method of purchase, and there is no other way, 
gentlemen, in which that can be done. 

From the standpoint of the availability of an estate value to him, 


he has certain funds that he did not invest in the cash value which 
could be invested, and therefore enhances his estate by the dual means 
of life insurance plus outside investment growth. 

Mr. Mirus. Does that complete your statement, Mr. Edelstein ? 

Mr. Epetsrern. Yes, sir. 

(The charts referred to follow :) 
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Mr. Mitzs. Mr. Johnson, does that complete the statement of your 
group ‘ 

Mr. Jounson. Yes, sir. 

Mr. Mirus. Are there any questions? 

Mr. Johnson, let me ask you fist whether there is agreement in the 
industry in support of the statement that you have made to the com- 
mittee this morning ? 

Mr. Jounson. Is there agreement in the industry itself on behalf 
of this statement ? 

Mr. Mints. Yes. 

Mr. Jonson. No, sir. 

You mean a purported claim of this statement? No, sir. 

There is agreement, I will say, in probably very many of the major 
cities of the country where various people have been writing to me and 
calling me and suggesting many of these statements that have been 
made in here this morning. 

Mr. Mitus. The reason I asked the question is, I had understood 
that there were some within the industry who did not look with favor 
upon this practice and who had even suggested that the practice 
should be discontinued. 

Mr. Jonnson. That is true, and there is a variety of reasons for 
that. There has been a battle going on, actually, between insurance 
companies for the last 10 or 15 years. If this bank-financed insur- 
ance were bad, certainly they would have gone to the State govern- 
ments for some type of legislation to policy the companies within the 
States. 

There is no State in the Union that has said this isa bad plan. Fur- 
thermore, at no time has anybody that I have ever seen called attention 
to the fact that the Revenue Department ever loses any money on this 
thing. What they have done, as I pointed out in the report, they have 
gone to the Treasury Department, claiming that there is a tax-free 
build-up here, even though the man does not get it. 

The point is that, in my own opinion, you will find a few dedicated 
men that for one reason or another cannot sell the plan because their 
company does not permit the sale of it, and their company does not 
permit it probably for a whole lot of reasons. One gets into the trust 
of the agent. 

I had it in my own company 10 years ago where my company said, 
after a couple of cases were submitted and the attor ney recommended 
that insurance be purchased and financed because here were three 
businessmen that were in a small business. When I set the case up, 
the company refused the case initially. They were afraid to appraise 
It. 

Mr. Mriirs. As I recall, we had a witness a few days ago in the 
same business you are in presumably, who testified before the com- 
mittee in opposition to this practice, and who apparently was suggest 
ing to the committee that we follow the recommendation and sugges- 
tion of the Treasury. 

Mr. Jounson. Mr. Edelstein has made a rather thorough study of 
his report, plus the fact that he knows his background considerably. 
I would like to defer the question to him. 

Mr. Mitts. Is that Mr. Brown we are referring to? 

Mr. Epetstrern. That is right. 

Did you have a question ? 
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Mr. Minus. No. My original question was the extent to which 
there is disagreement in the industry over the position which you 
gentlemen take this morning. 

Mr. Epvexsrern. I do not believe that there is truly any disagree- 
ment insofar as this particular phase of the ill, if there is an ill, in a 
conventional type of bank loan. The disagreement is basically, if I 
might use the word, with policing procedure. The tax regulations, 
for example, should be clarified. There is a legitimate place for a 
bank loan insurance method of paying premiums. 

But there are also people who will attempt to skirt the edge of this 
as any other phase. Just as, for example. in a normal plan we have 
heard of an infinite number of cases where a person purchased a 
20-year payment policy and thought they purchased a 20-year endow- 
ment policy. 

It is impossible to state that every agent in this field or any other 
field is going to tell the truth about the policy they have to sell. All 
we are attempting to do is to convince you gentlemen that the overall 
procedure that we follow, using the conventional annual-premium- 
paying policies, is subject to no ill whatsoever and if there is anything 
to be done, it is to be done in the form of regulations rather than in the 
field of taxation. 

Mr. Mixrs. Did I understand Mr. Johnson to say, on page 11 of 
your statement, that there is already existing authority within section 
264 of the code if that provision of the law is properly administered 
and in accordance with its intention to prevent any abuses in this 
area? Is that what you are saying? 

Mr. Jounson, I sincerely believe that. 

Mr. Mixixis. Apparently the people in the Bureau and the Treasury 
do not agree with you. 

I would like to have you outline to us for the record just what there 
is in section 264 that would permit a line of demarcation to be drawn 
so as to permit the justifiable use of this practice, as you think appar- 
ently there are justifiable uses, and to eliminate the unjustifiable uses. 

Mr. Jounson. Well, in the first place, single-premium insurance 
is outlawed as far as an interest deduction is concerned under section 
264. There is a possibility of making a profit on short-term, single- 
premium endownment. I think that part of the law, as far as I can 
see, everybody agrees on. 

We are not looking for a profit through a procedure where a man 
has to borrow to pay premiums. 

Now, then, it goes further and says that if a substantial number of 
future premiums are paid, then it is considered in the same area as 
single-premium life insurance. I think where you discount, say, 30 
years of future premiums at maybe 21% or 3 percent, you can get a 
profit thrown up within a reasonable pees of time. But there are 
certain things that I think could also be considered by regulation as 
coming under that particular law. 

For example, here is a — that came out with a policy with a 
large first-year premium, followed by a series of 19 additional pre- 
miums, small premiums. In my opinion, that is strictly skirting the 
law. Strictly speaking, it is a 20-pay life policy, even though most of 
the premium is paid in the first year. 

I think even under section 264, you could write something in there, 
regulationwise, to include trick policies of that type. 
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Mr. Miixts. Regulations are always supposed to, whether they do or 
not, reflect what is written into the statute or what the courts have 
decided to be the meaning of the statute. 

I have never been a very strong believer in the fact that a regulation 
should be something other than what the statute says or the courts have 
interpreted the law to be. ; 

Now, are you suggesting that, contrary to my own belief about the 
matter, that the Treasury might write regulations to take care of this 
situation by stretching what is intended by the Congress in a section, or 
what has been interpreted by the court to be the meaning of that 
section ? 

Mr. Jounson. That is a difficult question for me to answer, but it 
just seems to me that there are certain regulations that could be had, 
interpreting, for example, substantial number of premiums, interpret- 
ing probably further description of this single-premium life or endow- 
ment policy, and so forth. 

Mr. Mnus. If we decided to follow along with your thinking and 
agree that your suggestion is sufficient to take care of this situation, 
would there be any objection on the part of your group to writing that 
into the law ? 

Mr. Jonnson. The provision for extension, you mean? 

Mr. Mus. What you have said you thought could be done by 
regulation. 

Mr. Jounson. If it can be done legally, I would say so. 

Mr. Mitts. There is no question that it can be done legally. 

Mr. Jonnson. If it can be done descriptively enough. 

It seems to me that section 264 for the most part, I think, controls 
what we call trafficking in insurance policies. I think the law itself, 
from what I can see, governs most situations where there would be a 
probable or a hopeful gain in earlier years. 

Mr. Mrius. Maybe I have misunderstood the meaning and intention 
of section 264, but I had thought that it had to do with disallowance 
of deduction in connection with premiums paid where there was a 
single premium, and the section itself attempts to define what is meant 
by a single premium. 

Mr. Jonnson. Sir, this gets into a legal implication, I believe. 1 
would like to defer this to legal counsel. Mr. Silverstein. 

Mr. Mirus. You have some very able lawyers with you. 

Mr. Stiverste1n- Mr. Chairman, I think the line these gentlemen 
are trying to draw is the difference between a purchase of insurance 
to make a profit from a transaction, and a purchase where, as in the 
case of the clients of these gentlemen, the insured is attempting to pur- 
chase insurance protection. 

Section 264 is designed to prevent the purchase and later sale or 
disposition of an annuity or life insurance contract, and by offsetting 
the interest deduction against the so-called gain within the policy, 
make a profit out of the transaction. 

These gentlemen have no objection to any legislation which would 
alter section 264 or, under the regulations alter its interpretation, 
to prevent profit in the transaction. What they are striving to ex- 
plain is that when you buy insurance protection through the use of bor- 
rowed insurance premiums, that such a transaction is property beyond 
the scope of section 264 and is in other respects within the entire area 
of interest deduction. 
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The fact that the interest deduction may be beneficial is no different 
than borrowing for any other purpose, as we indicate. 

Mr. Mitts. Mr. Silverstein, let me ask this question then: 

Am I to understand that there are instances where this practice 
may be followed where there is no profit to be derived, and that there 
are instances where the practice is utilized where profit can be de- 
rived by the insured through the practice ? 

Mr. StLversTEIN. Yes. “Apparently, even under section 264, if you 
are able to pay sufficient number of premiums in advance, there is 
some element of profit. Now I am not completely clear as to how 
that happens, because if the policy is canceled, any gain that occurs 
is taxed under section 72. That would offset any amount that was 
received as an interest deduction. 

Mr. Mitis. Maybe Mr. Johnson can set us right as to whether or 
not this practice would be utilized by a prospective insurance pur- 
chaser if he did not get this interest deduction. 

Mr. Jounson. A lot of people probably would because they are 
forced to buy insurance sometimes where they just cannot pay the 
premium and need the coverage, need the capital for other business 
purposes. 

For example, you take the illustration here where the permium is 
shown as roughly $3,600. A man needs $100,000 of life insurance, 
but he cannot pay $3,600 to get that much coverage. He has only one 
alternative. If he has cash values, dead assets, or dormant assets 
in another insurance policy or group of insurance policies, he can 
put up those policies, Fai ‘row on them to pay up that premium, and 
use also whatever cash value is built up in the policy he buys. The 
important thing to him is the outlay. 

lf he were to buy a short-period term, and my own experience is 
that there are very few people that want to buy term because of the 
impermanent features, but if he were to buy a 5-year renewable term, 
renewable only to age 65, the outlay would be $1,860. In other words, 
he would be paying out $3,600 to $1,800. A lot of men do not have 
the $1,800 to put into a life-insurance company or into a savings fea- 
ture of a life-insurance policy. 

Mr. Miutus. Mr. Johnson, I am impressed with this thought after 
hearing you gentlemen, that the committee should do nothing to pre- 
vent an individual taking this course of action if he takes it for some 
reason other than profit, if he takes it for a legitimate reason. 

Is there anything in the Treasury suggestion that goes beyond the 
taking of the profit motive out of the purchase of this type of in- 
surance ¢ 

Mr. Jounson. Absolutely, Mr. Chairman. 

Mr. Mitts. I am interested in that point. 

I thought that what the Treasury was suggesting was that in this 
particular type of case that has come to our attention that we merely 
deny the deduction for the interest involved in the bank loan for this 
purpose; that would take the profit out of it, but it would not stop 
me 1f I was not interested in the profit, would it, from pursuing this 
course of action for legitimate reasons other than profit / 

Mr. Sunversrern. Mr. Chairman, you have put your finger on the 
very reason why these gentlemen are appearing here today. 

The Treasury’s suggestion will prevent a deduction for interest 
on borrowing against life insurance for any purpose when you are 
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forced by reason of your financial circumstances to borrow the initial 
premiums. If you had to do that, you could never deduct any of the 
interest. In other words, they would prevent the type of transaction 
which these gentlemen are familiar with, and which is the typical 
bank-financed type of insurance arrangement, and would discriminate 
against the individual who pays the first year’s premium and then 
runs into financial difficulties and borrows his cash value back. 

The Treasury proposal would say try to have the law draw a line. 
If you are able to pay the first 3 years’ premiums and then decide 
to borrow, you can deduct the interest on the loan. 

On the other hand, if you wanted to buy insurance by borrowing 
initially, you could never deduct the interest. 

We suggest that that is an impossible line to draw as a matter of 
legislation, and, secondly, it is a matter of discrimination of the most 
difficult kind against the people who need the insurance the most. 

Mr. Minis. Are you saying, Mr. Silverstein, that we should not 
draw the line at any point in this area, but permit the situation to 
continue as it is? 

Mr. Stnverstern. We are suggesting that you should not interrupt 
the type of transaction where the credit system is used to aid in the 
purchase of insurance. 

Mr. Minis. And where there is no profit involved. 

Mr. Sirverstern. Where there is no profit involved. 

Mr. Minis. How can we do that ? 

Mr. Stiverstein. By extending or readjusting section 264 through 
defining substantial number of premiums or otherwise to eliminate 
any possibility of profit through the sale or disposition of insurance 
contracts. 

Mr. Mitis. You mean in each instance we will call on the Bureau 
to determine whether there the motive was profit / 

Mr. Stnversrern. No. 

For example, if you were to tax the sale of life-insurance policies 
at other than capital-gains rates, it seems to me you would take a 
tremendous step forw ard to prevent this so-called gimmick type of 
transaction. 

There is nothing in the law about this now, and it is entirely unclear 
as to how life-insurance policies are taxed when sold. 

Mr. Minis. You think that would be a satisfactory solution to the 
problem ? 

Mr. SILVERSTEIN. You see, one system of making a profit is to deduct 
interest on these insurance loans against ordinary income and later 
on to sell the policy at a gain, which is taxed at capital gains, just the 
same as the discount bond, with which I am sure you are familiar. 

Mr. Mitis. Let us see now if your group and Mr. Magovern, who 
testified before the committee as chairman of the Joint Committee of 
the American Life Insurance Association of America and vice presi- 
dent and counsel of the Mutual Benefit Life Insurance Co., on Novem- 
ber 20, are getting into agreement. He said: 

The committee of which I am chairman is in general agreement with the 
objective of denying the interest deduction where the loan to purchase insurance 
is entered into to achieve a tax advantage. 

Mr. Jonnson. That is right. 

Mr. Epetsrein. Yes, sir. 
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Mr. Mitts. You would oppose that ? 

Mr. Epexsretn. Yes, sir. 

Mr. Mitts (reading :) 

We are concerned, however, lest any proposal be adopted which would impair 
the normal use of borrowed funds by those in need of such credit to carry their 
insurance protection. 

Mr. Jonnson. Exactly. 

Mr. Mutts (reading:) 

We also feel that any legislation on this subject must be administratively feasi- 
ble, and any test of compliance should be objective and practicable. 

Do you agree with that? 

Mr. Jounson. Yes. 

Mr. Mitts (reading:) 


Any approach suggested should be carefully considered from this standpoint. 


Do you agree to that? 
Mr. Jounson. Correct. 
Mr. Mitts (reading :) 


We find no objective test in the Treasury proposal. 


Is that what disturbs you? 

Mr. Epetstern. What disturbs us is the fact that the Treasury 
seems to indicate their desire to prevent the deduction for interest 
where a loan has been made for the purpose of paying a premium. 
Under such circumstances, many people would lose their insurance. 
They would be unable to continue to own a substantial or a reasonable 
amount of insurance, the amount that they need but which they cannot 
afford to buy because of the pressure and need of money for their own 
business or other causes or uses. 

Mr. Mrs. You are engaged in the practice of law? 

Mr. Epetstern. No, sir; I am an insurance man. 

Mr. Mus. But you and Mr. Johnson have had considerable expe- 
rience in this field ¢ 

Mr. Epetste1n. Yes, sir. 

Mr. Muius. Could you suggest to the subcommittee any possible 
objective test or tests that meet the objective here set forth and the 
suggestion of the Treasury to eliminate a tax advantage or to prevent 
the use of the bank loan plan just to achieve the tax advantage ? 

Mr. Sitverstern. Mr. Chairman, we will be glad to submit a pro- 
posal. It will take some doing, but we will be glad to submit to this 
subcommittee our suggestions for such an objective test. 

Mr. Mitts. We would be much interested if you would do that, and 
you may include it at this point in the record if you will see that the 
suggestion is delivered to me as chairman of the subcommittee and 
I will see that it is given to the technicians in the Treasury, and Mr. 
Stam and his group, who are working with us on this. 

Mr. Sitverstern. If I may clarify one final point ? 

The statement of Mr. Magovern fits entirely into what we are sug- 
gesting except that it would deny the interest on policies purchased 
with credit. 

That points up the difficulty of the dispute in the industry. Some of 
the insurance personnel, some companies, and some of the agents, 
object to this so-called bank-financed insurance because they feel that 
it enables a person to buy more insurance than he normally would be 
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able to buy. In other words, they object to the idea of borrowing to 
purchase insurance. You can buy more insurance than you are finan- 
cially able to carry. 

This is the crux of the dispute, and we submit that this is not a tax 
matter at all. 

Mr. Mitrs. Can you get those suggestions to us fairly soon, because 
I would agree that it would not be advisable, if we can avoid it, leaving 
it to some officer within the Internal Revenue Bureau, the question of 
trying to determine intent. I never like to leave those decisions to 
subjective judgments where there can be objective standards written 
to take the place of that type of administration. 

So if you will help us to that extent, we will certainly appreciate 
your contribution. 

Are there any further questions ? 

If not, Mr. Johnson, Mr. Edelstein, and you other gentlemen, we 
appreciate having you here this morning and the information you 
have given the committee. 

Mr. Jonnson. Thank you. 

Mr. Epetstern. Thank you. 

Mr. Mixs. Our next witness is Mr. Franklin G. Pardee and Horace 
W. Peters, appearing together. 

Mr. Pardee, would you identify yourself for the record, and also 
Mr. Peters, please, sir ? 


STATEMENTS OF FRANKLIN G. PARDEE, PRESIDENT, LAKE SUPE- 
RIOR IRON ORE ASSOCIATION; AND HORACE W. PETERS, OF 
JONES & LAUGHLIN STEEL CORP. 


Mr. Parvez. Mr. Chairman and members of the committee, my 
name is Franklin G. Pardee, and I am president of the Lake Superior 
Tron Ore Association, which represents most of the producers of iron 
ore from Minnesota, Michigan, and Wisconsin. 

With me today is Mr. Horace W. Peters, of the Jones & Laughlin 
Steel ed and a member of the tax committee of the Lake Superior 

As 


Tron Ore Association. 

Our tax committee has carefully considered the list of substantive 
benefits and hardships to be considered by your subcommittee. 

Item 25 of this list refers to the problem of aggregation specifically 
in regard to oil and gas property interests. The iron ore mining in- 
dustry does not propose to deal with the problem of oil and gas, but, 
speaking solely from the standpoint of mining, we would like to point 
out that the compulsion of making the aggregation election prior to 
disclosure of the existence of ore in commercial quantities imposes a 
difficult problem for the mining industry. 

We would also like to have your subcommittee consider two items in 
the code which we believe result in unintended hardship to the 
taxpayer. 


I. AGGREGATION OF MINING PROPERTY INTERESTS 


Section 614 of the 1954 Internal Revenue Code permits the owner 
of two or more separate operating mineral interests to aggregate 
those interests and to treat the aggregate—for all purposes of sub- 
title A—as though it represented a single operating mineral interest. 


§5105.—_536—_—23 
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A prerequisite of the right of aggregation, however, is that the sepa- 
rate interests constitute parts of a single operating unit. 

Although the 1954 Code provides no definition of an operating unit, 
the proposed regulations on natural resources state that the term 
“operating unit” refers to operating interests operated together for 
the purpose of producing minerals, and that the presence of — 
field or operating personnel, common supply and maintenance facili- 
“e common processing or treatment plants, and common storage 
facilities indicate that mineral interests are operated as a unit. 

The code requirement that an election must be made as to aggrega- 
tion with respect to any single operating mineral interest owned by 
the ts ixpayer, either in the first taxable year ending after Dec ember 
31, 1953, or in the first taxable year in which explorati on, develop- 
ment, or production expenditures are incurred with respect to such 
intanent onagele a taxpayer to make an election before the necessary 
facts have been developed to ascertain whether the mineral interest 
involved would be considered to constitute a part of any particular 
operating unit under the tests laid down in the proposed regulations. 

Until such factors as the existence, location, extent, or quality of 
the ores or minerals contained in the mineral property have been estab- 
lished through exploration to the point at which the existence of ores 
or minerals in commercial quantities have been disclosed, no logical 
basis for aggregation exists. Whether the particular operating min- 
eral interest involved will be operated together with another interest 
for the purpose of producing minerals is dependent, first. wpon 
whether the type of minerals, its quality, location, and extent is such 
that it would be amendable to operation in conjunction with another 
property of the taxpayer, and, second, upon whether those factors 
indicate that the two separate properties can be operated more effi- 
ciently asa single operating unit. 

We therefore urge that section 614 be changed to provide that the 
election to aggregate with respect to any mineral interest shall be made 
in the first taxable year in which the existence of ore in commercially 
marketable quantities in that interest has been disclosed. 


Il. NET INCOME PROPERTY, SECTION 615 


The Internal Revenue Code in section 613 provides that the per- 
centage depletion allowance shall not exceed 50 percent of the tax- 
payer's taxable income from the property. 

The proposed regulations covering the natural resources provisions 
released November 3, 1956, prov ided in section 1.613-4 that: 

Taxable income from the property * * * means gross income from the prop- 
erty, * * * less allowable deductions (excluding any deduction for depletion) 
which are attributable to the mineral property with respect to which depletion 
is claimed. 

We wish to point out the gross inequity which may result if the 
same mineral property were operated by a taxpayer who is required 
to seek outside financing in order to go forward with the development 
and operation of the mineral property, compared to a taxpayer who 
could self-finance his operation. 

The Internal Revenue Code does not prescribe the method to be 
used in determining taxable income from the property. By regula- 
tion, however, financial overhead costs are classified as deductions 
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attributable to the mineral property with respect to which depletion 
is claimed. If these financing costs are considered to be attributable 
te the production of ore, then the borrow ing taxpayer would be pen- 
alized to the extent of 50 percent of the interest cost; whereas the 
nonborrowing taxpayer would be allowed full depletion without fur- 
ther deduction, 

The future of the iron-ore industry in the United States lies in 
the discovery and development of new sources of supply of high- 
grade ore and the utilization of the large tonnages of low-grade ore 
that must be treated before they can be used in the furnaces. Both 
of these programs require vastly greater investments per ton to recover 
commercially marketable ore than were needed when direct shipping 
grade ores were plentiful. 

Consequently, mining companies are becoming increasingly more 
dependent upon the use of outside borrowed funds to provide the raw 
materials so vital to our national economy. 

We therefore urge that the code be amended to provide that the 
costs attributable to the production of minerals shall not include costs 
which are directly related to financing, including interest. 


Ill, ADVANCED MINIMUM ROYALTIES 


The final problem we wish to submit for your committee’s con- 
~ideration relates to the deduction of advanced minimum royalties. 
For this purpose, an advanced minimum royalty is the royalty a lessee 
is required to pay on a specified number of units of mineral annually 
whether or not extracted within the year and which, when paid on 
account of units not extracted within the year, may be applied against 
the royalty on the mineral units extracted in a subsequent year. 

Neither the 1954 Code, the 1939 Code, nor prior revenue acts spe- 
cific ‘ally provide for the time when advanced minimum royalties should 
be deducted by the payer. 

In 1930 the Internal Revenue Service ruled that such advanced roy- 
alties could only be deducted for the year of extraction of miner: als 
against which they were ¢ eater rather than the year in which they 
were actually paid. (See G. C. M. 7937, [X-1 C. B. 87.) 

In 1933 the Court of Appeals for the Fourth Circuit in Commis- 
sioner V. Hutchinson Coal Company (64 Fed. 2d 275) overruled the 
(‘commissioner and held that advanced minimum royalties of the kind in 
question were deductible from gross income only in the year in which 
paid or accrued. The reasoning of the court is stated as follows: 

As was said by the Board of Tax Appeals, if the payment here under consid- 
eration were advance royalty or bonus paid for a lease, it should be spread over 
he period of years estimated as necessary to exhaust the coal, but as it is the 

ayment of an excess as a Minimum royalty, recurring annually, the uncertainty 
that it will ever be in any way recovered or realized on is so great that it should 
be treated as an expense for the particular year in which it is paid. 

The same conclusion was reached also in 1933 by the Court of Ap- 
peals for the Third Circuit in Commissioner v. Jamison Coal and Coke 
Company (67 Fed. 2d 342), and by the Court of Appeals for the Second 
Cireuit in 1935 in Commissioner v. Russian Finance and Construction 
C or poration (77 Fed. 2d 324). 

Thus three different circuit courts have held that advanced royalties 
may be deducted only in the year paid or accrued and cannot be carried 
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forward as a deduction for some future year. No contrary decisions 
have been found. 

Following these decisions, the Treasury amended its regulations to 
provide that for taxable years ending on or after December 31, 1939, 
a taxpayer must make an election to either— 

. Deduct such royalties in the year paid or accrued, or 
Deduct them for the year the mineral product in respect of which 
the advanced royalties are paid is sold. 

Taxpayers were required to make this election in the first return 
for the year in which an advanced royalty was paid. 

The regulation further provided the election to be binding for all 
subsequent years. (See regulations 118, section 39.23 (m)-10 (e).) 

These regulations have been repeated in substance at section 1.612-38 
(b) in the proposed regulations under the 1954 Code published in the 
Federal Register of November 3, 1956, with the specific statement 
that: 

This paragraph does not grant a new election— 
and that taxpayers are bound by any election made under regulations 
118. 

As the situation now stands, the Treasury will not permit a taxpayer 
who has made an election, say in 1939, to defer deduction of advanced 
royalties, to deduct them currently as they are paid. This position 
runs directly counter to the intention of the Congress as expressed by 
the courts. Nowhere has the Congress authorized the Treasury to 
provide for a binding election in the matter of advanced royalties. 

The problem encountered here was of no great consequence to the 
average mining taxpayer in pre-World War II years because at that 
time both advanced minimum royalties and tax rates were relatively 
low. However, with the passage of time, not only tax rates but royalty 

rates have materially increased, and the average mining taxpayer is 
hard put to pay out large amounts each year for advanced minimum 
royalties without any corresponding tax benefit for that year. 

This is a real hardship to mining taxpayers, and, we feel, a hardship 
that the Congress never intended. Accordingly, we ask your com- 
mittee to consider amending the present law, retroactively to 1954 if 
possible, to permit taxpayers to treat adv: anced minimum royalties in 
the same manner as development expenditures under section 616 of the 
1954 Code. The taxpayer would then have a new election each year 
for each separate property with respect to his advanced minimum 
royalties. 

Mr. Mitts. Mr. Pardee, does Mr. Peters desire to make a statement 
in supplementation ? 

Mr. Perers. No, Mr. Chairman. 

Mr. Muus. Are there any questions ? 

Mr. Pardee, the first part of your statement relates to the problem 
that has been brought to our attention by the staff of the Treasury 
and the staff of the joint committee, does it not? 

Mr. Parper. Yes. 

Mr. Miuts. Your suggestion is worthy, in my opinion, of considera- 
tion by the staffs and the committee in trying to reach some conclusion 
as to what should be done in section 614. We appreciate very much 
the suggestion you have made, and you can be assured that it will be 
given consideration by all of us. 
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Mr. Parvez. Thank you. 

Mr. Mutts. I am a little bit confused, however. 

You suggest there that in order to aggregate, election must be made 
in the first taxable year in which the existence of ore in commercially 
marketable quantities has been disclosed. Then when you began dis- 
cussing the question of advance minimum royalties, you object to the 

fact that an election once made cannot be changed under section 616. 

Do I understand from your subsequent discussion of advance mini- 
mum royalty elections that you would have us in section 614 provide 
that an election, when once made in the first year of the discovery of 
commercial quantities of ore, could be changed later on, or would you 
have that as a fixed position ? 

Mr. Parper. I think we would have that as a fixed position. 

Mr. Mus. I see. 

Mr. Parpes. Under advance minimum royalties, there is no ex- 
ploration done very often for a great many years. The properties are 

carried as a reserve, which is necessary by the industry. 

Mr. Miuts. I was not pointing out what I thought to be an incon- 
sistency, but I wanted to be clear with respect to the suggestion you 
made on the first point on section 614. 

Thank you very much for your appearance and the information 
given the committee. 

Mr. Parner. Thank you very much. 

Mr. Perers. Thank you, gentlemen. 

Mr. Mitus. Mr. Kean advises me that Mr. Vernon and Mr. Tweed 
are very anxious to leave for another appointment, and without ob- 
jection, the Chair recognizes those gentlemen at this point. 

Mr. Vernon, will you and Mr. Tweed identify yourselves for pur- 
poses of the record, please ? 


STATEMENTS OF HARRISON TWEED AND WESTON VERNON, JR., 
OF MILBANK, TWEED, HOPE & HADLEY, NEW YORK, N. Y. 


Mr. Tweep. Mr. Chairman and members of the subcommittee, my 
se is Harrison Tweed of the firm of Milbank, ‘Tweed, Hope & Had- 
ley of New York City. 

‘I wish to speak to two points which have come up in connection with 
those matters described as unintended benefits and unintended hard- 
ships. 

Mr. Minus. Mr. Tweed, will you identify Mr. Vernon for the record 
please, sir, and tell us whether or not you have copies of your state- 
ment for members of the committee? 

Mr. Tweep. Yes, Mr. Chairman; they have already been filed. 

Mr. Minis. Thank you. 

Mr. Vernon. I am Weston Vernon, Jr., a partner of Mr. Tweed 
in the same firm. I would like to discuss two other topics after Mr. 
Tweed has finished. 

Mr. Mitts. You are recognized, Mr. Tweed. . 

Mr. Tweep. Mr. Chairman and members of the committee, my first 
point is in connection with so-called multiple accumulation trusts. 

[ am speaking on behalf of several clients of the office, but not any 
clients of the office who have indulged in the sport of multiple accumu- 
lation trusts. 
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I am rather proud to say that I have been around since the d:ys 
when the maximum tax rate was 3 percent, and I have never yet had 
a client who indulged in the sport of multiple accumulation trusts. 
although I will add that in the days of the 3 percent, the resistance 
and the objection was even greater than it is today with the 90 percent. 

But we have got some clients who find that it is necessary now and 
then, or at least advisable, to set up what might be classified as a mul- 
tiple trust, but without any intention of evasion or avoidance of tax. 
That seems a reasonable, and sensible, and appropriate thing to do 
and to permit doing without attempting any arbitrary mathematical 
rule or calculation which might in some cases prevent evasion, but in 
other cases might work a hardship and prevent the use of perfectly 
intelligent procedures. 

I appreciate that it would be a great convenience if there were son 
arbitrary rule that could be followed, but my ingenuity, at least, has 
not been able to devise one and I believe that justice would be better 
served and the Treasury just as well protec ‘ted if there were a provision 
in the statute which permitted the Commissioner to examine any situ- 
ation which was presented, or which he wished to look into, where it 
seemed to him that there had been an abuse of the privilege of setting 
up an accumulation trust and getting low rates thereby. 

I think that would be preferable to an attempt to do the impossible 
mathematically and practically. 

The other point that I wanted to mention was that which has to do 
with the so-called attribution of income in an estate under sections 
662 (a) and 663 (a). The rule there laid down in the 1954 Code for 
the first time is that in ascertaining the taxation of the beneficiaries 
of an estate, there is to be added to the income distributed the amount 
of any capital distributions; provided that the capital distributions 
are not the result of a specific cash legacy or a specific legacy of prop- 
erty. 

The result of that narrow exception is that any distribution of 
principal which is not a specific distribution but is a distribution fron 
the residue of the estate, given generally, is not excepted. So that if 
you have an estate in which, let us say, the income is distributable to 
both the widow and the son, and no distribution of income is made 
and the income is $10,000, and there is paid to the widow the widow's 
allowance out of capital required by statute, which amounts to, let 
us say, $10,000, and the income is $10,000, then the widow is taxed as 
if she had received $10,000 of income, although she has had no income 
and no income has been distributed. 

Now there certainly is a question of the constitution: uty of such a 
provision, but there is no question of the unfairness of such a provision. 

I do not want to go into a number of examples because I think the 
injustice which will be done is obvious. But if you take a case in 
which all the income, and Lam calling it $10,000, has been distributed 
equally between the widow and the son in accordance with the pro- 
visions of the will, and again the widow has received an allowance of 
$10,000 under the statute, then you take the $10,000 of income and the 
$10,000 of widow’s allowance, and you find that the widow has had 
$5,000 of income and $10,000 of income, so she must pay the tax, noi 
only on the $5,000 of income, the half of it that she got, but on 87,500 
of it, which is three-quarters. Whereas the son, who got $5,000 of 
income only, has to pay a tax on $2,500. 
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I think it has been admitted everywhere that this is not right and 
that it was something which got in, not through intention but be- 
cause it was not appreciated that the exclusion of specific cash or 
property legacies would not include distributions from the residuary 
estate, and therefore there was no protection to what is an entirely 
proper distribution by the executor in his discretion. 

1 believe that the amendment which I suggest, namely, that ex- 
clusion of the capital to be added to income be extended so as to in- 
clude residuary estate distribution, would settle the problem that I 
have mentioned and would not offer an opportunity for any particular 
skulduggery in the way of evasion or avoidance of taxes by the bene- 
ficiaries of the estate or the estate itself. 

Mr. Minus. Does that conclude your statement, Mr. Tweed / 

Mr. Twerp. Yes, sir. 

Mr. Minis. Mr. Vernon, you are recognized. 

Mr. Vernon. Mr. Chairman and members of the committee, Mr. 
Stam, I have filed two statements, neither of which suggests—at least 
the first of which does not suggest—any specific remedy. 

The first relates to the depreciation on heavily mortgaged property, 
which is item 12 of the items which were carried over from the 1939 
Code. The statement I have filed points out some of the difficulties 
and the danger spots into which that problem may lead. It does not 
suggest any specific remedy, and I would like to supplement that 
i. itement orally with a very brief description of what I think might 
be kept in mind by the committee in drafting any legisiation along 
these lines. 

Under that proposal, the Treasury is faced with the problem of 
acquisitions of real property, with buildings located on it Which are 
subject to mortgages. The entire amount of the mortgage in those 

cases may be in excess of the real value of the property if you were to 
biol at that property today and have to determine the fair market 
value of it. 

The amount of the mortgage adds to the cost of the property. wine ell 
I buy property. subject to a mortgage, the amount of that mortg 
enters into my depreciation base and I get the benefit of those lepree ela 
tion deductions based on the last amount of the mortgage at least. 

Now the remedy that is suggested here is that where, at the time of 
the purchase of the property, the fair market value is appreciably 
less than the amount of the mortgage on the property and no personal 
liability is assumed on the mortgage, the depreciation allowable should 
be limited to the amount actually invested. 

Aside from the fact that I do not know what the amount actually 
invested is in the examples that are given here, the report then goes 
on to deal with nominee or dummy corpor ations. 

My chief difficulty with this proposal is that I wonder if the com- 
mittee is not getting into an area where ever Vv a ‘quisition of property 
subject to a mortgage will become a valuation case. As one who has 
had some experience in tax cases, including valuation cases, I think 
it would be disastrous if this proposal gets into that area. 

It may also impede the sale of property which is subject to a mort- 
cage. If I own a small piece of property which has been mortgaged 
and is in a rundown area, the amount of the mortgage on that prop- 
erty may be in excess of its present value. The potential value of that 
property in the future may be much greater, but if a purchaser of that 
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property must convince the Treasury Department that the value is 
equal to the amount of the mortgage, the value of my property to him 
is going to be decreased because he will have a valuation fight on his 
hands every time he buys a piece of property. 

That does not affect the large business entity or a wealthy person 

‘s much as it would the small owner of property. The purchaser of 
prope rtv who can afford to have an appraisal, who can afford to hire 
tax lawyers to fight the Treasury Department and get his depreciation, 
is well protec ted. But the small property owner may not be in that 
position. 

The matter is further complicated by the fact that you cannot go to 
the field offices or to the Internal Revenue Service and get an advance 
determination of what the fair market value of property is. This is 
one of the areas in which the Commissioner perhaps rightly refuses 
to issue a ruling. 

What can we do about this? 

There are cases, of course, in which there is no real debt, in which 
the person who buys property subject to a mortgage never intends to 
pay it, in which the person who holds the mortgage never expects to 
receive payment, there are cases perhaps where ‘interest is allowed to 
pile up and not even the interest is paid. Yet the amount of that 
mortgage goes into the base for depreciation purposes. 

First, I suggest that the committee may wish to reconsider how 
serious a pr oblem this is. I assume that because it is in the suggestion 
agreed to by the Treasury and the staff that there is some significance 
toit. I have no client who is interested in this problem. I am slightly 
interested in it as a small property owner but I would suggest that 
some study be made first as to how important this excess depreciation 
base really is when you consider the possibilities with respect to small 
property owners. 

Furthermore, there is no reference in this recommendation to the 
payment of interest, merely a reference to value. If I buy property 
subject to a mortgage and I continue paying the interest on that mort- 
gage it seems to me that this should completely remove my purchase 
from the area of the proposed amendment. Perhaps I shall not be 
able to pay the interest and then I get into difficulty where the interest 
is allowed to accumulate and I am still getting depreciation deduc- 
tions. 

I should like to point out one thing more, that values of real estate, 
all values, are volatile, they are uncertain, they are indefinite. While 
we think we know what things are worth, frequently we do not and I, 
a small property owner, would hate to see a provision go in the law 
which turns every acquisition of property subject to a mortg: ge into 
a valuation case. 

Mr. Mitts. Does that conclude your statement? 

Mr. Vernon. Yes, sir. The second statement which I have filed 
relates to section 26 of the summary of technical amendments to the 
1957 bill. With respect to the second statement, sir, I merely wish 
to say that I approve fully of section 26 of that bill. My statement 
suggests a minor modification in section 233 (f) to provide full retro- 
activity to give effect to what I think was the original intention of 
Congress when that section was enacted into law. As long as the 
committee is working over section 233 it might be well to consider 
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that problem at the same time. I do not wish to make any oral 
statement about it. Congressman Kean is fully familiar with it 

Mr. Mitxus. Does that conclude your statement ! 

Mr. Vernon. Yes. 

Mr. Mitts. You would like to have that as part of the record? 

Mr. Vernon. I would, sir. 

Mr. Mitts. Without objection, it will be included and Mr. Tweed, 
your full statement will be included, without objection. 

Mr. Tween. Thank you, sir. 

(The statements referred to follow :) 


STATEMENT RE SUBSTANTIVE UNINTENDED BENEFITS AND HARDSHIPS AND ADDITIONAL 
PROBLEMS FOR THE TECHNICAL AMENDMENTS, BILL oF 1957 


I should like to discuss briefly two points, (1) the problem of unintended tax 
benefits resulting from the use of multiple accumulation trusts appearing on 
this subcommittee’s list for consideration with no suggested solution, and 
(2) the problem of unintended hardships and benefits resulting from the rule 
of attribution of estate income under section 662 (a) of the code. 


MULTIPLE TRUSTS 


This problem is not, properly speaking, one of an unintended benefit con- 
ferred by the code; it grows rather out of an abuse by some persons of the 
provisions of law for the taxation of trust income. These provisions, carried 
over from the 1939 Code, are not in themselves inadequate or inequitable. They 
subject trust income, which is accumulated pursuant to the terms of a trust and 
taxable to the trust rather than to the beneficiaries, to taxation for the 
most part in the same manner and at the same rate as individuals, except that 
the “personal exemption” allowed to a trust is only $100 instead of the S600 
granted to an individual. In order to avoid the effect of higher individual in- 
come-tax brackets, it is stated that individuals have in some instances set up 
several accumulation trusts for gifts in trust to the same individual. Multiple 
trusts have thus served in some cases as a device for tax evasion or avoidance. 

The problem of multiple trusts is one of tax evasion or avoidance and should 
be dealt with aS such. Any attempt to change the law in a broad sweeping 
manner so as to restrict the creation of more than one accumulation trust for 
a beneficiary would be unfortunate. There are many situations in which multiple 
accumulation trusts serve a bona fide purpose and are in no way related to tax 
evasion or avoidance. Take an example that comes readily to mind—a parent 
creates an irrevocable trust governed by New York law for the benefit of a child 
providing for accumulation of income during minority. Under the New York 
law an accumulation beyond minority is not permitted. Some years after the 
creation of such a trust the parent may deSire to increase the gift in trust to 
be accumulated for his child’s future. He may believe that it is unwise to have 
a substantial amount of accumulated income paid over in a lump sum upon the 
child’s reaching majority and therefore want to postpone such payment to an 
age of greater maturity, such as 30 or 35. Accordingly, another trust may 
be created for the same child under the law of New Jersey or some other State 
which does not limit accumulations. 

Among other factors which might lead the creator of a trust to set up another 
trust for the same beneficiary would be a change in economic situation, as an 
inheritance, or in family situation, such as birth or death of children, divorce 
or remarriage. A further trust providing for the same beneficiary may in such 
circumstances become desirable, providing for a somewhat different disposition 
of the remainder interest. 

Even without such special considerations gifts are frequently made by a 
parent or relative at intervals and in separate trusts for the same beneficiary 
purely with the motive of making a gift and not for tax evasion or avoidance 
purposes. In the absence of some evidence of an intention to evade or avoid 
Federal income tax, a taxpayer should not be deprived of the right to set up 
more than one accumulation trust or be made to suffer adverse tax consequences 
for so doing. 

This problem could perhaps be best handled along the lines that the somewhat 
analogous problem of multiple corporations and other organizations is treated 
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in the code. Under section 482 of the 1954 Code, carried over without substantial 
change from section 45 of the 1939 Code, the Secretary of the Treasury or his 
delegate may distribute, apportion, or allocate gross income, deductions, credits, 
or allowances between or among two or more organizations, trades, or busi- 
nesses (whether or not incorporated and whether or not affiliated), if he deter- 
mines that such distribution, apportionment, or allocation is necessary in order 
to prevent evasion of taxes or clearly to reflect the income of any such organiza- 
tions, trades, or businesses. A provision giving the Secretary or his delegate 
the right to determine that two or more trusts for the same beneficiary on sub- 
stantially similar terms have been created for the purpose of evasion or avoidance 
of income tax and to make the necessary allocation of income to prevent such 
tax evasion would be adequate to prevent abuses arising from the creation of 
multiple trusts. The revenue would thus be protected, and at the same time the 
legitimate interests of individuals in creating trusts would be preserved. 


ATTRIBUTION OF ESTATE INCOME 


The situation arising in respect of the taxation of estate income under sections 
661, 662, and 6638 of the 1954 Code, results in unintended hardship to some bene- 
ficiaries of an estate and an unintended benefit to other beneficiaries. This 
latter problem stems directly from the provisions of section 662 (a) of the 1954 
Code for the allocation of the distributable net income of an estate among the 
beneficiaries to whom distributions of Current income or corpus have been made 
from the estate 

The legislative history of section 662 (a) and related section 668 (a) shows 
that the real cause of the difficulty lies in the revision of the Senate Committee 
on Finance of section 663 (a) of the 1954 Code as it appeared in the House bill and 
Was approved by the House Ways and Means Committee. Under that section 
of the House bill a lump-sum gift, bequest, devise, or inheritance would not 
be deemed as a distribution of estate income to the beneficiary within section 
S62 (a), provided it was required by the specific terms of the will or the govern- 
ing instrument. (See H. R. 8300, Sid Cong., 2d sess., H. Rept. No. 1337, S3d 
Cong., 2d sess., A199—-A200, A204.) The fact that the executor might for reasons 
of convenience or necessity arrange to pay in installments would net cause 
a distribution to be included in the income of the legatee. The Senate revision 
of that section limited the class of gifts or bequests excluded from the operation 
of section 662 (a) to “a gift or bequest of a specific sum of money or of specific 
property and which is paid or credited all at once or in not more than three 
installments.” This resulted in the inclusion of all distributions made on 
account of a residuary bequest, as well as other distributions of corpus (not 
qualifying as specific bequests) within the attribution rule of section 662 (a). 
Some of the effects of this revision appear not to have been intended by the 
Senate. (See S. Rept. No. 1622, 83d Cong., 2d sess., pp. 84, 353-354. ) 

Under the 1954 Code any distribution, whether of corpus or income, made 
by an estate during its taxable year is treated as a distribution of income to 
the extent that the estate has distributable net income for such year, and 
each person receiving any such distribution is required by the terms of section 
662 (a) to include in his gross income that portion of the distributable net 
income of the estate which the total amount of both income and corpus dis- 
tributed to him bears to the aggregate amount of income and corpus distributed 
to all beneficiaries. 

It may happen that a person having no right to any income from an estate is 
entitled to receive a payment from corpus. Such is often the case where a 
widow is entitled to a support allowance from the corpus of an estate under 
local law or where there is a will contest and a person not entitled to share in 
the income of the estate is paid a lump sum from the corpus of the estate in 
settlement of the contest. In such situations persons to whom distributions 
of corpus only are made and who are entitled to none of the distributable net 
income of the estate are nonetheless taxable on the proportion of the distributable 
net income of the estate which the distributions of corpus to them bear to the 
aggregate of all distributions of both income and corpus made from the estate 
during the taxable year. 

Another example of the operation of this section is shown where there has 
been a will contest and there has been no distribution from income during the 
taxable year. There a person receiving and entitled to corpus only will be 
burdened with the tax on the entire distributable net income of the estate for 
the taxable year. 

In other less extreme situations where both income and corpus distributions 
have been made, the reciptent of a corpus distribution may be made to include 
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a larger portion of the distributable net income of the estate in his gross income 
than he has actually received or is entitled to receive, and consequently bear a 
greater burden of the tax on that income. 

In effect, this rule of attribution of estate income subjects distributions of 
corpus to income taxation. This is not only of dubious constitutional validity, 
but is thoroughly unjust. It frequently results in hardship to the widow who, 
by reason of the receipt of her support allowance out of the corpus of the estate, 
is made to shoulder a greater tax burden on the estate income, and perhaps the 
entire burden if the estate has not currently distributed any income. It is made 
clear in the regulations (secs. 662 (a)-3 and 1.663 (a)—1) under the code that 
the widow's support allowance is not excluded from the attribution rule of 
section 662 (a). 

The distribution of all of the distributable net income of the estate within the 
taxable year does not prevent such hardships from arising, since income of 
estates is not normally required to be distributed within the meaning of section 
662. Distributions from corpus are consequently included in applying the 
attribution rule of that section, and payments made from a residuary estate do 
not qualify for exclusion from this rule under section 663 (a). (See regulations, 
sec. 1.668 (a)-1.) As a result, it frequently happens that a widow for whom 
provision is made by a residuary legacy, is taxed on a much larger part of the 
estate income than the portion which she has actually received or is entitled to 
receive. This would be true whether the residuary legacy is in the form of an 
outright bequest free of taxes or in trust. Other beneficiaries correspondingly 
are taxed on less than their share of estate income. 

Examples of unintended hardship could be multiplied, but the above gives a fair 
indication of the inequitable operation of the law. It has been generally agreed 
that this situation which has caused unintended hardships to some taxpayers 
und unintended benefits to others requires remedial legislation. The present 
rule does not operate to increase the revenue of the Government to any substan- 
tial degree, since no more than the distributable net income of the estate is sub 
ject to tax in any event. The method of attribution of such income in amounts 
other than those actually paid as between particular beneficiaries of an estate 
is of ho pecuniary interest to the Government; its only interest is in assuring 
that the entire income be taxed and to the persons who are entitled to receive it. 
Various solutions to this problem have been proposed. 

Remedial legislation should be adopted in the form of an amendment of sec- 
tion 6683 (a) extending the gift and bequest exclusion to distributions of estate 
corpus. Distributions on account of a residuary bequest or of a widow's sup- 
port allowance would then be treated as gifts or bequests of specific sums of 
money er of specific property and not attributed to the recipient under section 
662 (a). This, in my opinion, offers the most satisfactory solution of this prob- 
lem. It is the inclusion of distributions of estate corpus in attribution rule 
Which is the basic cause of inequities under section 662 (a). The proposed 
amendment would completely eliminate the cause of the difficulty. 

Other proposals would afford limited relief. Some groups have suggested an 
extension to estates of the separate share rule embodied in section 663 (¢) which, 
by its terms, is applicable only to trusts, and the amendment of section 662 (a) 
to create a separate tier system for estates. Such amendments would cure the 
defect of section 662 (a) only if all of the current income of the estate were dis 
tributed. If less than all income is distributed, the recipient of a distribution 
of estate corpus would not be relieved from bearing a disproportionate burden 
of the tax on the estate income under these proposals. In my opinion any 
amendment should completely eradicate, not merely partially alleviate, the cause 
of the difficulty. 

A complete remedy would require retroactive relief. In view of the time which 
has gone by since the 1954 Code became effective, there may be some doubt as to 
the constitutionality of retroactivity back to that date in situations where a 
taxpayer has received an unintended benefit from attribution rule of section 
662 (a). I therefore suggest that a provision for retroactivity be included in the 
proposed remedial legislation, giving the taxpayer a right to elect to pay his 
tax in accordance with the provisions of the code as existing prior to the amend- 
ment for any taxable year ending on or before the effective date of such amend 
ment, 

I wish to submit for the record a technical memorandum explaining my pro 
posal to remedy the existing unintended hardship by an amendment of section 
663 (a) of the 1954 Code. 

HARRISON TWEED. 

NOVEMBER 28, 1956 
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TECHNICAL MEMORANDUM ACCOMPANYING STATEMENT OF HARRISON TWEED Ri 
SUBSTANTIVE UNINTENDED BENEFITS AND HARDSHIPS AND ADDITIONAL PROBLEMS 
FOR THE TECHNICAL AMENDMENTS BILL oF 1957 


The unintended hardships and benefits resulting from the arbitrary attribu- 
tion of income to recipients of distributions of either income or corpus from an 
estate under section 662 (a) of the 1954 Code may be remedied by a simple amend- 
ment to section 663 (a) extending the gift and bequest exclusion to distributions 
of escape corpus. Such an amendment would strike at the root of the problem. 

One of the following drafts is suggested as an amendment of section 663 (a) : 


ALTERNATIVE I 


(a) ExcLusions.—There shall not be included as amounts falling within sec- 
tion 661 (a) or 662 (a)— 


“(1) GIFTS, BEQUESTS, ETC.—Any amount which, under the terms of the 
governing instrument, is properly paid or credited as a gift or bequest of a 
sum of money or of specific property and which is paid or credited all at once 
or in not more than three installments, and any amount which under the 
terms of applicable local law or the governing instrument, is properly paid in 
full or partial satisfaction of a legacy, share, award or allowance from the 
corpus of a decedent’s estate. For this purpose an amount which can he 
paid or credited only from the income of the estate or trust shall not be con- 
sidered as a gift or bequest of a specific sum of money.” [New matter in 
italic. ] 

Alternative I adds to section 663 (a) (1) the provision which excludes from 
the operation of the attribution rule of section 662 (a) amounts paid or 
credited in full or partial satisfaction of a legacy, share, award, or allowance 
paid from the corpus of a decedent’s estate under the terms of applicable local 
law or the governing instrument, regardless of whether such amount is paid 
or credited at once or in more than three installments. Gifts or bequests of 
specific sums of money or of specific property remain subject, however, to the 
restrictions imposed by the present law, in respect of payments in more than 
three installments or out of income. 


ALTERNATIVE II 


“(a) Excitustons.—There shall not be included as amounts falling within 
section 661 (a) or 662 (a)— 

“(1) GIFTS, BEQUESTS, ETC.—Any amount which, under the terms of the 
governing instrument, is required to be paid or credited as a gift, bequest, 
devise or inheritance and which is not to be paid or credited at intervals 
and witich is not payable solely out of income.” (New matter in italic.) 

Alternative II would, in effect, repeal subdivision (1) of section 663 (a) and 
Substitute for it the subdivision as it appeared in the 1954 House bill (H. R. 
8300, 88d Cong. 2d sess.) before its change by the Senate Committee on Finance 
to the form in which it was enacted and presently exists. The House version 
was intended to continue the well-settled interpretation of section 162 (d) (1) 
and section 22 (b) (3) of the 1989 Code as amended in 1942 (see H. Rept. No. 
1337, 83d Cong. 2d sess., A199—-A200, A204). Under it a lump-sum gift, bequest, 
devise, or inheritance will not be deemed as a distribution of taxable income 
to the beneficiary under section 662 (nor be allowed as an additional deduction 
to the estate under see. 661), provided such distribution is required by the 
specific terms of the will or trust instrument and it is not payable solely out 
of income. This exclusion would take care of residuary legacies as well as 
amounts paid for a widow’s support allowance or an settlement of a will con- 
test. It would appear to be adequate to remedy the major problems arising 
under section 662 (a) of the 1954 Code provided it is made clear that the 
language is restored with its former meaning. 

HARRISON TWEED. 

NOVEMBER 28, 1956. 


STATEMENT OF WESTON VERNON, JR., ON DEPRECIATION ON HEAVILY MORTGAGED 
PROPERTY 


The 12th item in the list of unintended benefits and hardships released on 
November 7, 1956, deals with depreciation on heavily mortgaged property. It is 
pointed out in the release that under present law the basis of property for pur- 
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noses of depreciation takes into account any mortgage on the property at the 
time of acquisition. Although the value of property at the time of purchase 
usually is accurately reflected by taking into account both the purchase price 
and the obligation incurred by the buyer, it is noted that cases have arisen 
where a mortgage was placed upon property and subsequently the value of the 
property has fallen below the amount of the mortgage. It is further stated that 
in some such cases a person has purchased the property subject to the mortgage 
without personally assuming the mortgage, with the result that depreciation is 
based not only upon the cash paid but also upon the much larger amount of the 
mortgage, even though the taxpayer may have no intention of making any 
payments upon the mortgage. 

The suggestion is made by the staffs of the Joint Committee on Internal Reve- 
nue Taxation and the Treasury “that where at the time of the purchase of a 
property its fair market value is appreciably less than the amount of a mort- 
gage on the property and no personal liability is assumed for the mortgage by 
the taxpayer, the depreciation allowable on the property should be limited to the 
amount actually invested.” It is also suggested that a similar rule could be 
applied “where a corporation is created merely to take title to the property 
and it assumes personal liability.” 

The above suggestion may be entirely too broad in its application since its 
effect may be to make a valuation case out of every claim for depreciation where 
property has been acquired subject to a mortgage but without assumption of the 
mortgage by the purchaser. 

There are numerous instances where a private developer has acquired parcels 
of real estate in areas which are rundown or even of the slum variety. In many 
cases there have been mortgages upon such properties at the time of acquisition 
by the developer far in excess of the price for which the property could be sold 
under then existing conditions. Some of such properties have been purchased 
subject to the mortgages but without specific assumption of the mortgages by 
the purchaser. The developer has every intention of paying off the mortgages; 
in fact, the property has been painstakingly assembled in order that dilapidated 
structures may be razed and replaced by office buildings or new apartments. 

It would be manifestly unfair to limit the depreciation in such cases to the 
amount of cash initially invested at the time the property was acquired. It is 
submitted that, if any legislation on this point is forthcoming, it should be 
strictly limited to cases in which it is affirmatively established by the commis- 
sioner that taxpayers have acquired property with the intent of making no 
payments on the mortgage. 

The suggestion also contains additional defects. For example, it calls for a 
determination that at the time of the purchase the fair market value of the 
property is “appreciably” less than the mortgage. This imposes a subjective 
test which is impossible of definition. There is no indication as to what is meant 
by “appreciably” less than the amount of a mortgage. Moreover, introduction 
of the concept of ‘“‘fair market value” may lead to litigation over the value of 
the property. Taxpayers should not be compelled to bear the burden of such 
litigation in order to fix the amount of depreciation to which they are entitled, 
except where the Commisioner has established that the mortgage debt is unreal 
and the taxpayer does not intend to make any payments upon the mortgage on 
the property. 

Furthermore, the suggestion as presently phrased would limit depreciation 
“to the amount actually invested.” It is not completely clear whether, in a case 
where the fair market value was, say, 75 percent of the amount of the mortgage 
and a sum equal to perhaps 10 percent of the mortgage was paid in cash, the 
depreciation would be based upon 75 or 10 percent of the amount of the mortgage. 
An even more difficult problem would be presented when the 10-percent pay- 
ment was not all made at one time. Assuming that the legislation would limit 
the depreciation to the cash invested, would the depreciation be based upon the 
total 10 percent ultimately to be paid or upon an amount which would change 
from time to time as additional cash payments were made by the purchaser? 

Even if legislation, limited in its application to those taxpayers for whom the 
requisite intent has been established, is enacted, it is submitted that care must 
be exercised to eliminate the defects and ambiguities mentioned above. If per- 
mitted to remain, they can be productive of expensive and troublesome litigation 








356 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


STATEMENT OF WESTON VERNON, JR., BEFORE SUBCOMMITTEE OF WAYS AND MEANS 
(COMMITTEE, ON PROPOSED AMENDMENT TO SECTION 1233 OF THE INTERNAL REVE- 
NUE CopE oF 1954 


In its first report, dated October 24, 1956, the subcommittee presented sugges- 
tions for technical amendments to the Internal Revenue Code of 1954. 

One of the suggested changes (sec. 26 of the bill) is to amend section 1233 of 
the code. Subsections (a) and (b) of section 26 of the bill amend subsections 
(b) and (d) of section 1233 of the code. The purpose of these amendments is 
explained in a summary of the bill prepared by the staff of the subcommittee as 
follows: 

“This section provides that a dealer in securities may not avoid the rules of 
subsections (b) and (d) (postponement of the holding period and long-term 
capital loss treatment) by closing a short sale with substantially identical prop- 
erty held for sale to customers in the ordinary course of his trade of business.” 

This change is to be made applicable to short sales made after October 24, 1956. 
(See subsec. (d) of sec. 26 of the bill.) 

Subsection (¢c) of section 26 of the bill further amends section 1233 of the code 
by adding thereto a new section, reading as follows: 

“(g2) HEDGING TRANSACTIONS. This section shall not apply in the case of hedg- 
ing transactions in commodity futures.” 

The explanation of this change is that “Certain rearrangements have also been 
made in section 1233 to provide greater clarity.” Since there is no specific state- 
ment as to an effective date for the change made by subsection (¢) of section 26 
(i. e., the addition of subsec. (g) to sec. 1233 of the code) it would appear that 
this latter change is applicable to taxable years beginning after December 31, 
1953, and ending August 16, 1954, which is the effective date of all of the changes 
as to which no other effective date is stated. (See sec. 2 (b) (1) of the bill.) 

We call attention to the fact that by section 1 of Public Law 385, enacted 
August 12, 1955, there was added to section 1233 of the code a new subdivision, 
subdivision (f). By section 2 of Public Law 385 this new subsection was made 
applicable “only with respect to taxable years ending after the date of the en- 
actment of this Act and only in the case of a short sale of property made by the 
taxpayer after such date.” 

We suggest that a new subsection be added which would make the pro- 
visions of subsection (f) of section 1233 of the 1954 Code applicable to taxable 
years beginning after December 31, 1953, and ending after August 16, 1954, and 
which would add a provision similar to subsection (f) to section 117 (1) of the 
1939 Code such latter section being applicable to short sales made after Septem- 
ber 23, 1950. 

The reasons why this should be done are as follows: 

1. Sections 1 and 2 of Public Law 385 were based on H. R. 6263, a bill in- 
troduce by Repreesntative Kean of New Jersey. As originally introduced, the 
provisions of the new subdivision (f) would have been made applicable to all 
periods covered by the Internal Revenue Code of 1954 (i. e., taxable years be- 
ginning after December 31, 1953, and ending after August 16, 1954) and by 
a similar amendment to section 117 (1) of the Internal Revenue Code of 1939 
would have been applicable to transactions after September 238, 1950 (the 
date of the enactment of the Revenue Act of 1950 which added sec. 117 (1) to the 
1939 Code). Thus, when the rule which is now subsection (f) of section 1233 
of the Internal Revenue Code of 1954 was proposed, it was intended to be ap- 
plicable to the same period to which section 117 (1) of the 1939 Code and section 
1233 of the 1954 Code were applicable. 

2. H. R. 6263 was referred to the Committee on Ways and Means. We under- 
stand that time did not permit consideration of the retroactive features of 
H. R. 62638 and, accordingly, it was made to apply only to transactions after the 
date of enactment. 

3. The purpose of subsection (f) was to restrict the application of the rule 
as to holding period of substantially identical property contained in subsection 
(b) of section 1233 where the short sale which brings such rule into play was 
made in connection with an arbitrage transaction. The reports of the Committee 
on Ways and Means and Senate Finance Committee on H. R. 6263 make it 
clear that Congress, in enacting section 117 (1) of the 1939 Code and section 
1238 (b) of the 1954 Code had never intended that the making of a sale of a 
security in an arbitrage transaction should cause the loss of the holding period 
for a substantially identical security held for investment. It did not cover 
such situation in these sections because it never occurred to the draftsmen 
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that arbitrage sales could be classed as “short sales.” When its attention was 
called to the fact that the Internal Revenue Service had ruled that the arbitrage 
sales were short sales (the validity of which ruling was questioned by the Com- 
mittee on Finance), Congress enacted a rule that the sales in arbitrage trans 
actions, even if classed as “short saies,” should not disturb the holding period 
of securities held for investment. 

{. There is no equitable reason why an arbitrage sale made on or before 
August 12, 1955, should cause a loss of holding period for the security held 
for investment while an arbitrage sale made after that date should have such 
To 

» have pointed out that in the technical-changes bill of 1957 another change 
in ein 1233 (that contained in subsecs. (a) and (b) of sec. 26 of the bill) is 
to be applicable only to short sales made after October 24, 1956. Your conunittee 
may well ask why one change should be prospective and another should be 
retroactive. Following is the answer to this question : 

1. Subsection (b) of section 1233, when enacted in 1954, contained the clear 
and unequivocal statement that the rules of such subsection applied only to a 
short sale the gain or loss from which “is considered as gain or loss from the 
sale or exchange of a capital asset under subsection (a). Subsection (a) 
contained the clear and unequivocal statement that the gain or loss from a short 
sale shall be considered as a gain or loss from the sale of a capital asset only 
“to the extent that the property * * * used to cover the short sale constitutes 
a capital asset in the hands of the taxpayer.” The same is true as to the rule con- 
tained in subsection (d). Thus, under the clear provisions of the law, none of 
the rules in subsections (b) and (d) were applicable to a short sale which 


is 

closed by property is held for sale to customers and which therefore is not a 
capital asset. 

This limitation of the short sales to which the various rules of section 1233 

is applicable permits taxpayers who are dealers in securities to obtain the 


very tax advantages which section 117 (1) and section 1233 were intended to 
bar. Your committee proposes to eliminate this limitation and make the rules 
in paragraph (2) of subsection (b) and in subsection (d) applicable to all 
short sales. This is a perfectly proper change. But your committee recognizes 
that a taxpayer had the right to rely on the clear provisions of the law in 
effect at the time he made his short sale. If, by reason of the fact that such 
short sale was closed with property which was not a capital asset and such 
short sale did not under the rules then in effect bring the above referred to rules 
into play, it would be unfair to make a change in the law retroactive so as to 
make such rules applicable to the short sale. 

2. The situation with respect to subsection (f) is entirely different. A 
ruling of the Internal Revenue Service, which may be erroneous, makes the 
rule of paragraph (2) of subsection (b) applicable to situations to which Con- 
gress never intended they should apply. It is therefore in order for Congress to 
make its intention effective to the dates of the enactment of the Revenue Acts 
of 1950 and the Internal Revenue Code of 1954. 


Mr. Mirus. Are there any questions? Mr. Kean ? 

Mr. Kran. With reference to these multiple trusts, certainly I 
agree with you that there are many cases where the trusts have com- 
plete justification where there is more than one trust done in a 
different year. I do not like in general to turn too much over to the 
Treasury Department by regulation, That is your suggestion, is it / 

Mr. Twerep. My suggestion is to make it a special provision in the 
statute that the Commissioner should have this power to reexamine 
in a case where it seemed there was an abuse of the privilege of the 
accumulation trusts. 

Mr. Kean. In case he should decide that these trusts were for the 
pur pose of tax avoidance, that they be taxed as one trust. 

Mr. Tween. He would have the right to add together the incomes of 
the trusts for purposes of taxation. 

Mr. Kean. I notice that you talk about accumulation trusts. One 
thing which has been bothering me a little about this trust field 
that, as I understand, it is possible to set up a temporary trust, a short 
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trust, to accumulate the income and then the principal reverts to the 
one who made the trust and the income goes to the beneficiary which 
seems to me is purely a device for avoiding i income tax. 

Mr. Twerp. I think that is a separate question and one on which I 
do not think I am qualified to express an opinion. My offhand opinion 
would be that that should not be permitted regardless of multiplicity. 

Mr. Kean. That is what I thought. That has not been mentioned in 
these studies. It seems to me that if the principal belongs to the 
person ultimately at the end of the 10 years, if the principal and income 
both belong to the beneficiary that is all right, but if the principal goes 
back to the donor of the trust it seems to me that it is a device that 
should not be allowed. 

Now, when we talk about this contribution of the estate income, 
frankly I still do not understand it at times. I probably will after 
reading your brief in full. You mention cases there where the capi- 

tal or the money must be paid to the widow on account of the law 
saying that a certain amount is to be paid to the widow. Do I under- 
stand that, for instance, if under the terms of a will all personal prop- 
erty is given to the widow and then some time later on some of that 
personal property is attributable to the estate that that is considered 
an income ? 

Mr. Tweep. That is treated as income if it comes out of the residuary 
estate 

Mr. Kran. If personal property is mentioned and that does not 
eventually become part of the residuary estate, but exactly why is it 
given from the residuary estate to a widow, why should it be given 
to the widow as capital if it is part of the residuary estate. 

Mr. Twerp. The only part of the principal distributable to a bene- 
ficiary which is not added to income for purposes of this reattribution 
of income is that which that beneficiary receives by a specific cash or 
property gift or devise. Now, I think you are putting sort of an 
intermediate case of a general gift of all the tangible property to the 
widow. There I would think that that could be br ought within the 
meaning of the specific legacy but if there were no such gift, if it were 
merely that “all the rest, residue and remainder shall go to my wife,” 
then in that case anything given to her by way of an automobile or a 
kitchen stove would be treated as income on the basis of which this 
reallocation of income is to be made, bringing her up in taxable income 
above the amount of her actual income. 

Mr. Kran. You say “all the rest, residue belongs to my wife,” and 
so forth. Why is not anything which is actually given to her from 
that residue income? You figure that tangible property would not 
be income. You are talking : about cash. 

Mr. Twerp. Well, as far as the statute goes cash and property are 
treated the same. 

Mr, Kean. In principle, how could you give cash as principal to 
a widow when, for instance, ever ything was left in trust with only 
income to go to the widow? Where do. you get the principal? You 
sav an automobile. 

Mr. Vernon. Could I interrupt? TI could give a very simple ex- 
ample I think. Suppose the will says, “I give $100 to John Jones,” a 
specific bequest. It says, “All the rest and residue of my property I 
divide equally between my widow and my son.’ 

Mr. Kean. In trust. 
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Mr. Vernon. No, outright, but there are problems of administra- 
tion and during the first year there is $1,000 of income in the estate. 
All of that income is distributed equally to the son and the widow, but 
in addition to that the family car 1s turned over to the widow. That 
will require attribution of more income to the widow than the $500 
she actually got. I might add, sir, that the House bill in the 1954 Code 
was correct on that matter. The problem was created elsewhere. 

Mr. Mirus, We appreciate that fact. 

Mr. Tween. I may say that I sympathize with anybody who has dif- 
ficulty in understanding it because I refused to believe it could be true 
for a long, long while. 

Mr. Mitis. Are there further questions ? 

Mr. Tweed, permit me to point out that the two matters that you 
bring to our attention in your discussion, first of all the multiple 
accumulation trusts problem and that involved in section 662 (a), 
are not subjects that the subcommittee intends to try to resolve between 
now and the conclusion of the subcommittee’s work this year. We 
have asked a group of attorneys and accountants whom we deem to be 
eminently qualified in the field of estate and trust income taxation to 
serve as an advisory group to the committee in trying to work out 
solutions of some of the many problems which exist in subchapter J, 
which of course includes the two matters that you have discussed. 1 
had hoped in your discussion of the problem with respect to multiple 
trusts and your suggestion that we give a great amount of discretion 
to the Treasury that you would have indicated whether you thought 
that we might apply some such aggregation rule within the discre- 
tion of the Bureau as we have with respect to unincorporated 
businesses. Is that what you are thinking? 

Mr. Tween. Yes, sir; that was exactly what I was thinking of. 

Mr. Mirus. We appreciate you gentlemen both being present this 
morning and the contribution that you have made to our work here. 

Mr. Vernon. Thank you very much. 

Mr. Tween. I appreciate your willingness to hear me ahead of time 
and let me catch that train. 

Mr. Mitts. Thank you, sir. 

The Chair is advised that Mr. Dunckel and Mr. Scanlon desire to 
appear together and present connecting testimony. Will both you 
gentlemen come forward, please. Identify yourself for the record. 


STATEMENTS OF WALLIS B. DUNCKEL, VICE PRESIDENT, BANKERS 
TRUST CO.; AND JOHN J. SCANLON, TREASURER, AMERICAN 
TELEPHONE & TELEGRAPH C0. 


Mr. Duncxen. Mr. Chairman and gentlemen, my name is Wallis B. 
Dunckel and I am a vice president of Bankers Trust Co. in New York 
City, in charge of its pension division. 

Mr. Scanton. My name is John J. Scanlon. I am treasurer of the 
American Telephone & Telegraph Co. Mr. Dunckel will speak first. 

Mr. Mitis. You are recognized, Mr. Dunckel. 

Mr. Duncxex. Bankers Trust Co. acts as trustee of the pension fund 
of American Telephone & Telegraph Co., and also of the pension funds 
of its subsidiaries. As trustee, we have full discretion as to its invest- 
ment, subject only to the broad, general limitation that investments 
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be made in Government, municipal, and corporate debt obligations 
legal for life-insurance companies under the laws of New York State. 
We make investments without prior consultation with American Tele- 
phone & Telegraph Co., and it has no knowledge of what we buy or 
sell until it receives our advices of completed transactions. 

I am appearing here to discuss item 28 of the list of substantive 
unintended benefits and hardships released by this subcommittee on 
November 7. Item 28 relates to the unintended hardship imposed on 
employees’ pension trusts under the prohibited transaction provisions 
of section 503 (c) (1) of the code. 

As announced in Technical Information Release 27 on November 8, 
the provisions of section 503 (c) (1) apply to the purchase by an em- 
ployees’ trust after November 8, rr 156, of a debenture of the grantor 
of the trust, or of a corporation controlled by the grantor. As a con- 
sequence, employees’ pension trusts are effectively prevented from 
purchasing unsecured debentures of the employer corporation and its 
subsidiaries. 

This section was first incorporated into the revenue law in 1950, but 
it was then applicable only to charitable trusts. The 1954 Code made 
it applicable also to pension trusts, and judging by the remarks on this 
section by the Senate Finance C ommittee, its Intention was to assure 
transactions at arm’s length. I myself happened to be one of a group 
who consulted with the "Treasury Department on the proposed pro- 
visions of the 1954 Code as they affected employees’ trusts, and I am 
certain that it occurred to none of us that the wording of section 503 
(c) (1) would prevent a trustee of a pension trust from purchasing 
the unsecured debentures of the creator's subsidiary in the open market 
at arm’s length from a third party. That is not, in ordinary parlance, 
termed to be “lending” money. I don’t think I need to point out the 
rather peculiar situation the Treasury Department’s interpretation 
gives rise to: It is all right to purchase a company’s preferred or com- 
mon stock, but wrong to purchase its unsecured debentures which rank 
senior to both these securities. 

The Treasury Department, however, has seen fit to interpret the law 
as preventing open-market purchases of the creator’s debentures, be- 
leving, we understand, that it has no other choice. We believe that 
such an interpretation is in error, and contrary to congressional intent, 
and therefore respectfully suggest that action be taken to remove the 
present uncer tainty. 

The desirability of protecting an employee's pension trust from 
transactions which are not at arm’s length certainly is not to be ques- 
tioned. In providing this protection, however, it is equally impor- 
tant that pension trusts not be hampered by restrictions which are so 
all inclusive as to prohibit transactions of definite advantage to the 
trusts. It is submitted that the present all-embracing prohibition 
against investments in unsecured debentures of the employer- 
grantor—and its subsidiaries—does impose an unintended hardship 
which should be alleviated by congressional action. 

An example of the adverse effect of this section may be demon- 
strated by referring to the employees’ pension trust of American Tele- 
phone & Telegr: aph Co. As of October 31 of this year, this fund had 
assets of $124 million, invested as follows: 
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As of Oct. 
31, 1956 


$10, 102, 73 
1, 972, 112 
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In investing this pension fund, we have purchased the debt securities 
of the oper rating telephone companies of the Bell System on the same 
basis as we have invested in the securities of other corporate issuers. 
At the present time about 16 percent of the fund is invested in Bell 
System debt securities. All of these Bell System securities were pur- 
chased either from underwriters at the time of the original issue or in 
the open market. at pric es and yields determined by a wide range of 
buyers and sellers. Clearly we bought these securities in good faith 
for the benefit of the employee bneficiaries of the trust. We purchased 
them because we felt that they were attractive investments at the time, 
giving due weight to current yields, risk, coupon, price, diversification, 
and a wide variety of other factors. As an example of the high 
regard which we, as an investor of trust funds, have for the obliga- 
tions of the Bell System companies, it is worthy of note that we hold 
in our trust de partment —completely aside from the Bell System pen- 
sion funds—$135 million of such obligations. 

Under the restrictive interpretation ‘of section 503 (c) (1) made in 
the recent TIR-27, any purchases we made for the American Co.’s 
fund of the debentures of the Bell System operating companies would 
be considered as a loan. Such purchases would therefore be prohibited 
transactions and, if made after November 8, 1956, would reset in 
the loss of tax exemption to the fund. When it is noted that over the 
past 5 years the debt issues of Bell System companies have const ituted 
16 percent of all high grade. publicly offered corporate debt issues 
of AAA and AA qu: alii y, it can be seen that this section may seriously 
limit our operations as trustee for the future. 

As we understand the interpretation of section 503 (c) (1) by TIR- 
27, the application of this section, so far as it affects the ripe by 
the trustee of debentures of the creator of the trust or of a corpo- 
ration controlled by the creator, is to be prospec tive so that no undue 
hardship will result. This means that “prohibited” transactions of 
this type engaged in prior to November 8, 1956, will not result in 
the loss of the trust’s tax exemption, provided that such debentures 
are disposed of on or before January 31, 1957. The A. T. & T. Co. 
pension trust now holds $3.5 million of debentures of the Bell System 
operating companies which we, in good faith, purchased between 
March 1, 1954, the starting date for the application of section 503 (c) 
(1), and November 8, 1956, specified by TIR-27 as the date after 
which such transactions will result in loss of tax exemption for tl 
fund. Under the interpretation of TIR-27, we must dispose of all 
these securities prior to February 1, 1957, or the tax exemption for the 
fund will be lost. Since most of those securities were purchased in 
1954 and early 1955 at much lower interest rates than obtainable today, 
it is apparent that the fund will incur a substantial loss on the sale 
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of these securities. It is difficult to understand how the disposition 
of these high-grade securities with the consequent loss of nearly $500,- 
000 can possibly be in the interests of the fund and its employee bene- 
ficiaries. Considering that the securities were purchased in arm’s 
length transactions for the sole benefits of the trust at prices and yields 
that met the test of the market, it is difficult to see why the securities 
should be disposed of at all. It is urged that this requirement under 
TIR-27 to dispose of such securities prior to February 1, 1957, be held 
in abeyance until your committee has en an opportunity to review 
the uninte nded hardship of section 503 (c) (1). 

It is not suggested that an employees’ pension trust should be allowed 
to purchase unsecured debentures of the employer-grantor without 
restriction or limitation. Such unlimited authority might give rise to 
abuses. But it seems to be even more undesirable to prohibit all in- 
vestments in unsecured debentures of the employer-grantor, regardless 
of how advantageous they may be to the pension trust, just to insure 
that overreaching by a few may be prevented. 

As a solution to this problem it is recommended that the purchase 
of unsecured debentures of an employer-grantor (and its subsidiaries) 
shall not be deemed to constitute a prohibited transaction within the 
meaning of section 503 (c) (1) where such debentures have met the 
arm’s-length test of the market place and are purchased in good faith 
for the benefit of the pension trust. This result could be accomplished 
by adding to section 503 the following: 

(h) Special rules for unsecured debentures: For purposes of the application 
of subsection (c) (1), in the case of an investment by a trust described in section 
401 (a), the purchase of an unsecured debenture shall not be deemed to consti- 
tute a prohibited transaction provided the purchase was made in good faith at a 
reasonable rate of interest and at prevailing prices, and further provided that the 
debentures acquired shail not constitute more than 50 percent of the amount of 
such debentures outstanding. 

Thank you for the opportunity to appear and to present these recom- 
mend itions for the alleviation of the unintended hardship imposed on 
employees’ pension trusts. 

Mr. Mitus. Thank you, Mr. Dunckel. 

Mr. Scanlon, you are recognized. 

Mr. Scanton. Thank you. 

The American Telephone & Telegraph Co. is the parent company of 

a group known as the Bell System which includes 20 regional operating 
telephone companies, W estern Electric Co., Inc., the manufacturing 
affiliate, and Bell Telephone Laboratories, Inc., the research and de- 
velopment organization of the system. I, too, am appearing here to 
discuss item 28 of the list of substantive unintended hardships and 
benefits released by this subcommittee on November 7 

In the interest of brevity, and in order not to burden this subcommit- 
tee with unnecessary repetition, I should like at the outset. to endorse 
the statement in this same connection just made by the representative 
of the trustee of the A. T. & T. Co. pension fund, Mr. Wallis B. 
Dunckel, vice president of the Bankers Trust Co. in New Yor KC ity. 


Further, I should lke to cbserve that the crux of the diffic ulty for 
the pension trust fund of American Telephone & Telegraph y o. under 


i 503 (c) (1), as interpreted by TIR-27, is that the debt obliga- 
tions of the Bell System companies are generally in debenture form. 
The system companies have generally issued debentures rather thai 
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——o for two principal reasons. First, under the mortgage form 
of debt obligation there are cumbersome administrative proble ms of 
considerable. magnitude in recording and keeping up to date the 
rapidly growing ‘and widely scattered units of telephone plant. Sec- 
ondly, in view of the nature of the telephone business and of the tele- 
phone property, the companies feel that the investor in the telephone 
industry 1s afforded substantially the same protection by debentures 
as by mortgages. In this connection, the indentures covering deben- 
tures issues of the Bell System companies all contain “negative pledge 
clauses which provide that if the issuing company should subsequently 
subject. any of its property to a lien, it will secure the outstanding 
debentures ratably with the obligations secured by the lien. 

The debenture issues of the Bell System companies are widely recog- 
nized as being of the highest investment quality. They are all rated 
either AAA or AA by Moody’s, and they are accorded equivalent 

ratings by the other rating agencies. In my opinion, the high invest- 

ment quality and the top ‘rating of Bell System debenture issues rest 
basically on the sound capital structure and the stes udy earnings record 
of the Bell Telephone companies; the fact that the Bell System fur- 
nishes an essential nationwide public service, subject to regulation as 
to most aspects of the business; the fact that most of these securities 
have been issued under the authority of State regulatory bodies; and 
the existence of the “negative” pledge clauses, already described, which 
make these debentures the virtual equivalent of mortgage issues. 

Clearly, the purchaser of these debentures has “adequate security” 
in the usual and practical sense of the term, despite the absence of a 
mortgage or other collateral which might be required to meet a nar- 
row, literal definition of the term. Yet under section 503 (c) (1), 
as interpreted by TIR-27, the trustee may not purchase them at arm’s 
length in the open market. for the American Telephone & Telegraph 
Co. pension fund without subjecting the fund to harsh tax penalties, 
because such purchases would be deemed prohibited transactions. 
Since the debt obligations of the Bell System companies represent a 
substantial portion—perhaps one-sixth—of the high-grade debt obli- 
gations available for investment by the trustee, the adverse effect on 
the American Co. pension trust fund of so limiting its investment 
opportunities can readily be appreciated. 

American Telephone & Telegraph Co. has a very important interest 
both in the soundness and in the protection of its employees’ pension 
trust. American Co. was a pioneer in the establishment of pension 
plans; its plan has been, and is today, one of the very important 
benefits which contributes to the well- being of its employ ees and their 
families. Anything which is detrimental to this trust is directly 
adverse to the best interests of these employees and their families. 
It is submitted that section 503 (c) (1), as interpreted by TIR-27, 
imposes an unintended hardship where the trustee is prohibited from 
making and retaining investments which are to the definite advan- 
tage of the trust. 

We are sympathetic to what we believe to be the objectives of sec- 
tion 503 (c) (1), 1. e., the prohibition of transactions which are not at 
arm’s length and which may not be in the best interests of the tax- 
exempt trust and its beneficiaries. We do not believe, however, that 
the unduly restrictive interpretation in TIR-27 is necessary to accom- 
plish these objectives. Rather, it is urged that the Congress clarify 
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the meaning of section 503 (c) (1) to the end that purchases of unse- 
cured debentures of an employer-creator—or of its subsidiaries—in 
open market transactions at prevailing prices for the benefit of the 
pension trust shall not be deemed to be prohibited transactions. In 
my opinion, this can be accomplished in an equitable manner by a 
requirement that other purchasers, independent of the employer- 
creator of the trust, participate in the acquisition of such debentures 
on comparable terms. 

Finally, I should like to suggest that, since there is oy thyae be 
reason to doubt that the Congress intended section 503 (c) (1) to be 
construed so narrowly as it is in TIR-27, consideration ion given to 
postponing the effective date of the provision of TIR-27 requiring that 
such debentures acquired between March 1, 1954, and November 8, 
1956, be disposed of prior to February 1, 1957. This would avoid 
the necessity for forced sales in the current depressed market until 
the Congress has had an opportunity to conclude whether the pro- 
visions of section 503 (c) (1) as interpreted by TIR-27 do not, in fact, 
work a wholly aan hardship on the pension trusts and their 
beneficiaries. 


Thank you. 

Mr. Mitxrs. Does that complete your statement, Mr. Scanlon ? 

Mr. Scanton. It does, sir. 

Mr. Muixs. Are there any questions? 

Mr. Kean will inquire. 

Mr. Kran. Mr. Dunckel and Mr. Scanlon, I am in accord with 
your feeling that the pension fund should be allowed to purchase these 
debentures. However, it seems to me that your suggestion for an 
amendment is as wide open as a barn door. In the special rule that 
you suggest there you say, “The purchase of an unsecured debenture 
shall not be deemed to constitute a prohibited transaction provided 
the purchase w as made in good faith,” and good faith can be open to 
wide discussion, “at a reasonable rate of interest.” A reasonable rate 
of interest is always a wide question that anybody could probably 
prove was fairly right, “and at prevailing prices.” It seems to me 
that your suggested a umendment ought to be more restrictive. 

Mr. DuncKEL. Sir, the idea of that was simply to apply the test of 
market place. In other words, if 50 percent of the debentures were 
bought by other people that would then provide a test. 

Mr. Kran. You say that that 50 percent is the saving clause. 

Mr. Duncxen. Yes, sir. I think though that reasonable rate and 
prevailing prices would mean the rates and prices generally prevailing 
for the type of security in the market at the time of purchase. 

Mr. Kean. I would like to see it made a little more restrictive 
although I am 100 percent in accord with your objective. I know 
that it is perfectly true that a lot of corporations prefer to sell deben- 
tures the same as you did because of the troubles of getting hold of 
the trustee every time they want to sell a $100 or $200 piece of real 
estate and various things, so that the debentures are advantageous 
and certainly the type of debenture that the A. T. & T. sells is certainly 
the highest grade ‘security including the negative clause as to any 
mortgage bonds being issued. They ‘certainly ought to be able to buy 
them. Some of the members of the committee may remember a situa- 
tion which we had a year or two ago where a certain business house 
was wanting to sell debentures back to its pension fund on almost a 
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profit-sharing basis. They wanted 8 percent interest and so forth. 
This was an investment business which is a somewhat risky business 
and the committee doubted the wisdom of allowing that pension fund 
to purchase the debentures of the house at that time. 

As I say, I am in accord with your principle, but I would like to 
have it a little more restrictive. 

Mr. Scanton. We thought that the requirement that other pur- 
chasers independent of the employer-creater acquire the purchases on 
the same terms is fairly regulative in that respect. 

Mr. Kean. The whole feeling is that these are all right as far as the 
A. T. & T. is concerned, but both of you mentioned that you see the 
purpose of the idea and the question is, would these restrictions surely 
safeguard other pension funds? That is what our position is, to be 
sure. You know you have 20,000 of the smartest lawyers in the United 
States looking at what is in the tax law trying to find ways of getting 
around what is in a wording of the law and we have to be very sure 
that these things are not subject to abuse by some of these—I will not 
say “unser upulous,” but some of these clever people. 

Mr. Muus. Mr. Ikard will inquire. 

Mr. Ixarp. There is one distinction that occurs to me. 

Mr. Kean, I am of the same opinion. I am in thorough accord 
with what you suggest, but my only question is as to the restrictions. 
I wonder what your reaction would be to any restriction on the basis as 
distinguishing between publicly held and closely held corporations or 
if such a thing would be practical. It occurs to me that the publicly 
held cor poration such as yours is one where probably there would 
normally be very little chance of the situation occurring about which 
we have some apprehension. The situation would probably occur in 
the closely held, either family or very closely held business setup. I 
just wondered what your reaction would be, and I have no feeling 
about it, about some restrictions based on that distinction. I do not 
know whether it would be workable or not. 

Mr. Duncket. I think it would be workable, sir, but I think it would 
be still narrower. If you restricted it to purchase of debentures that 
were registered with the SEC or a company whose stock is listed on 
the exchange and therefore complete information is generally avail- 
able, I think that would be all right except that I think that would 
again restrict it to a relatively small group of companies and might 
hurt the smaller companies. 

Mr. Kean. Your idea might be that there would have to be a good 
number of holders. 

Mr. Ixarp. I am just thinking about it. As I said, it occurred to me 
that the abuse, if it did occur, would probably occur in a small or 
closely held group. 

Mr. Kean. Absolutely. 

Mr. Ixarp. It would not occur where it was publicly held. I do not 
know whether that is a practical distinction or not. I am wondering. 

Mr. Duncxket. It would work for A. T. & T. all right. 

Mr. Mis. Mr. Dunckel, I think we would make a mistake if, in 
. ing to solve the problem that exists here with respect to what is 

adequate security for the purpose of permitting the trust fund to pur- 
chase the debt of the creator, we assumed that just because a secured 
obligation may sell freely at the present time that it will always be 
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better than the open obligation of some closely held corporation that 
may not be offered for sale in the market place. 

I imagine if we would look into the situation that is prevailing we 
might find some ver y small, closely held corporations whose full faith 
and credit is as high as some of the publicly held companies, 

Mr. DuncKEt. That is quite true. 

Mr. Miuts. Yet, the requirement that you suggest to us might draw 
a line of demarcation unless your words “prevailing prices” mean 
something other to you than what they mean to me. What do you 
mean by “prevailing prices” ? 

Mr. Duncxet. I would say the price that generally prevails in the 
market for a security of that general type. 

Mr. Mitxzs. In what market ? 

Mr. DuncKex. Not necessarily on the stock exchange, but in the 
unlisted exchanges or in dealings among the investment houses. 
Those prices are ‘readily available. 

Mr. Muus. I think you would admit that the question should not 
be one of where the security may sell and it should not be one of 
the size of the business. 

Mr. Duncxe.. Right. 

Mr. Mis. It should be whether the fund itself is being adequately 
secured in loaning its money to the creator company ; is that right ? 

Mr. DuNCKEL. ” Yes, sir. 

Mr. Mixus. It is most difficult for us to determine without creating 
some discrimination just what the rules shall be for adequate security 
in all instances. 

Mr. Duncxet. It certainly is. 

Mr. Mitts. As you know, we have to write general rules. It would 
be very easy for us to say that the debentures of A. T. & T. or the de- 
bentures of some great railroad company or other larger business, 
as of today, were of sufficient worth without the pledging of any col- 
lateral that there could be no possibility of loss to the trust fund 
through loaning its funds to the creator. We are talking, however, in 
terms of loans that may be of several years’ duration and the situation 
can well change during the period of those years so that today, if we 
draw a line of demarcation ba sed upon where a security is sold or the 
method of its sale, we may be saying that the fund can invest in a 
concern that may not be considered as good 30 years from now as one 
that today is not in as strong a position. 

I am concerned about how we draw a line of demarcation for a 
long period of time between adequate security and inadequate se- 
curity, although I fully recognize, as has been indicated today and 
as I have said in public hearings on this point before, that to me it is 
incongruous to think that the stock of a company is acceptable as 
adeque ite security and its open credit is not. I know we have a prob- 
lem. I know there is some hardship worked both upon the company 
that has created the fund and the trustee of the fund by the present 
ruling, but how to draw a less limiting rule is what disturbs me. 

Mr. Duncke.. We stewed about it a good deal, too, Mr. Chair- 
man, and it comes down to the fact that it is difficult if not im- 
possible to define “investment judgment.” As you know, the law 
on trust funds in the State of New York used to permit buying a 
certain list of securities. During the depression a great many of 
those securities became a very questionable inv estment value so New 
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York and a number of other States have reverted to the prudent man 
rule in large measure and they gave up, you might say, in trying to 
define what is an investment security. 

Mr. Mitts. I have difficulty also with your point that we go so 
far as to provide that the trust fund itself might own as much as 50 
percent of the debentures of the creator. I think that is excessively 
high in any instance, good or bad. 

Mr. Scanton. I do not think it would be necessary to go as high as 
50 percent. That is right, sir. 

Mr. Mrius. If we do go in a more liberal direction on this point, 
would it not also be advisable, and I address this to you as a trustee 
of such a fund, to limit the percentage of the trust fund that could 
be put into the debentures ? 

Mr. Duncxet. That would be perfectly all right. I would agree 
with that, too. 

Mr. Mitts. Mr. Kean? 

Mr. Kean. I wonder if some use might be made of that clause that 
it could be covered by a mortgage in case there was any mortgage 
issued. The fund can buy mortgage bonds. 

Mr. Scanton. Yes, sir. 

Mr. Kean. If a provision were put in in which the clause was that 
if there was any mortgaging of the property that the debentures 
would equally cover, it would almost be the same thing as a mortgage 
bond. 

Mr. Duncket. It would be in most instances, I think, Mr. Kean. 

Mr. Kran. I wonder whether something like that might be helpful 
on account of the clause that, if they in the future mortgage their 
property, these bonds will become mortgage bonds. If some clause 
were put in the section saying that debentures which have that clause 
in them would be a proper investment with a couple of other restric- 
tions such as you suggested, maybe you might be able to cover this 
problem in a way that would not in any way endanger some of the 
other situations about which we have been thinking. 

Mr. Mixs. Gentlemen, you can be assured that the subcommittee 
will look into this problem because we realize that some rather arti- 
ficial situations have been created in the application of the rule. With 
respect to your other point, the possibility of loss involved in the sale 
of those securities which the fund has purchased, I had expressed the 
thought earlier that February 1, 1957, might be too early a date for 
the trust to have to divest itself of the securities, and I suggested that 
{ thought a July 1 date would be more appropriate, for that would 
allow the Congress an opportunity to determine whether it intends to 
liberalize the application of 503 (¢) (1). 

Mr. Kran. It would not be a paper loss if they sold. It would be 
a final loss. 

Mr. Mitts. We appreciate you gentlemen appearing before the com- 
mittee this morning and the mformation you have given. 

Mr. Duncker. Thank-you. 

Mr. Scanton. Thank you. 

Mr. Mitts. The Chair wants to recognize one more witness before 
recessing for lunch. 

Mr. Harry K. Mansfield. 
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STATEMENT OF HARRY K. MANSFIELD, ATTORNEY, BOSTON, 
MASS. 


Mr. Mus. Mr. Mansfield, although we know you quite well, would 
you identify yourself for the purposes of the record? 

Mr. Mansrtecp. My name is Harry K. Mansfield. I am an attorney 
from Boston, Mass. I very much appreciate the opportunity to ap- 
pear before this subcommittee in opposition to the proposal of the 
ecdbary Department to eliminate section 673 (b) of the Internal 
Revenue Code of 1954, dealing with short-term charitable trusts. This 
is the proposal designated item 26 in the List of Substantive Unin- 
tended Benefits and Hardships issued November 7 by the staffs of the 
joint committee and the Treasury Department. 

Mr. Mus. That is the 2-year trust. 

Mr. Mansrrev. That is the 2-year short-term trust with the rever- 
sionary interest in the grantor. 

I am appearing on behalf of a number of colleges and universities. 
They are: Harvard University, Dartmouth College, Amherst College, 
Brown University, Yale University, Princeton University, and Johns 
Hopkins University. All of these well-known educational] institutions, 
in common with other private educational institutions throughout the 
country, are faced with a serious financial problem in not only ex- 
panding but even maintaining the traditionally high quality of educa- 
tion provided by them in the light of increasing demands upon their 
funds and higher costs. 

Striking evidence of this problem was the announcement by the 
president of Harvard University on October 8, 1956, of the need to 
raise a very large sum of money in order to meet the increasing de- 
mands upon Harvard College. The amount which the announced pro- 
gram will require has been estimated at an amount in excess of $75 
million. President Pusey pointed out that “in our generation the diffi- 
culties of financing higher education have increased substantially ; 25 
years ago income from that part of Harvard’s endowment fund which 
belongs to the college met 47 percent of the cost of operating the 
college. Last year this income met less than 27 percent of these costs. 
Though the amount of endowment has considerably increased and the 
income from it has doubled in 25 years, the significant fact is that 
during this period the costs of operating the college have quadrupled.” 

That this condition is not limited to Harvard and the colleges and 
universities I represent here was acknowledged by an editorial in 
the New York Times which appeared following the annoucement by 
President Pusey of this program. That editorial stated: 

That Harvard is embarking on the university’s greatest effort in 30 years in 
support of its undergraduate college will not only serve the university well, but 
also the cause of private liberal arts colleges throughout the United States * * * 
The plain fact is that the prodigious expansion of the United States during the 
past two decades has far outstripped the capacity of its educational institutions 
to train those who are to guide its destiny—a dangerous situation indeed * * * 
A heroic effort on a national scale is truly called for to bring the liberal arts 
college into step with the country’s advances in almost every other field. 

In the face of a condition such as this, no step should be taken by 
Congress at this time which might discourage the generosity of Amer- 
icans toward the vital work of schools and colleges. 
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Section 673 (b) of the Internal Revenue Code was inserted in 1954 
after careful consideration by the Congress of the special needs of 
schools, hospitals, and chure hes. That section permits an individual 
to set aside in trust a fund the income of which is irrevocably dedicated 
and payable for a period of at least 2 years to a single designatd school, 
hospital, or church. If an individual is willing to give up the use of 
his capital for at least that length of time, then the trust income will 
not be included for tax in his own income, even though the trust 
capital is subsequently to be returned to him or to his estate. As an 
appropriate safeguard to insure that a double benefit will not result, 
the donor is denied any deduction from his own income for the value 
of the income interest created in the school, hospital, or church. The 
effect of this provision is to encourage individuals who are already 
giving away to charity amounts up to the full 30-percent limitation to 
respond to special appeals for extrordinary generosity made upon them 
by qualified schools, hospitals, or churches. 

It is true that apparently no one of the colleges and universities 
which I represent has yet become the beneficiary of one of these short- 
term charitable trusts. I suppose this is because the provision is rela- 
tively new and is not familar to donors and even perhaps to their 
tax advisers, and also because it has application only in special and 
limited circumstances. However, recently there seems to be evidence 
of increasing interest by donors in the provision. 

I am not aware that this provision has been abused and I do not see 
that it is subject to abuse. It was inserted by the Congress for the 
benefit of recognized and established schools, hospitals, and churches 
after careful consideration. Nor is there anything in the proposal of 
the Treasury Department under item 26 indicating that it has evidence 
of its abuse. It would certainly seem ill advised to repeal at this 
time, on the basis of the limited experience so far, a provision which 
may well be helpful to colleges and universities in their continuing 
struggle to perform their educational function. 

Admittedly, the colleges and universities I represent hopefully 
anticipate that in the future increasing use can be made of the short- 
term charitable trust in order to encourage increased gifts in times 
of special need. I do not believe that that use will constitute an 
abuse because it is exactly the purpose for which the provision was 
designated. The provision has no significance for long-term giving 
since an individual who is interested in such a program would not 
provide that his capital would revert to himself. I believe that the 
provision will be used principally if not wholly by donors already 
regularly giving the limit of their allowable contributions but who 
nevertheless wish to do even more to meet extraordinary and special 
appeals made upon them such as that being launched by Harvard. 

All of these educational institutions from time to time have ex- 
traordinary and special needs calling for an unusually large expendi- 
ture of funds. The officials of these colleges and universities feel that 
in those cases the short-term charitable trust may well be of real help 
in obtaining some of those funds from alumni and friends who are 
already doing their full share. I urge that this subcommittee not 
reverse the considered judgment of Congress in 1954 that such 
generosity should be encouraged. 

I thank you, Mr. Chairman. 
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Mr. Mitts. Are there questions? 

Mr. Kean. Yes. 

Mr. Mruus. Mr. Kean will inquire, Mr. Mansfield. 

Mr. Kran. Mr. Mansfield, do you believe in the 30-percent limita- 
tion ¢ 

Mr. Mansrrevp. That is entirely a policy matter, sir, and I would 
say that in certain circumstances and for certain purposes I would 
think the 30-percent limitation is unduly restrictive. 

Mr. Kean. Of course the whole result of this amendment is, as you 

say, a gimmick to get around the provisions of the law. 

Mr. Mansrretp. It undoubted y relieves people who set up these 
trusts from the limitation of the 30-percent provision. I well realize 
that. 

Mr. Kran. Is the thing for us to do to get at the root and not put in 
a gimmick ? 

Mr. Mawnsrrevp. I supposed that that policy decision has been 
thoroughly canvassed in 1954 and that the special need of schools, 
hospitals, and churches in this type of situation was deemed to be 
paramount. Their needs have increased rather than decreased and 
unless the Congress is going to reexamine the whole field of encour- 
agement of private gifts to charity I would not think this particular 
provision would be singled out for special consideration. 

Mr. Miius. Mr. Mansfield, I assume from what Mr. Kean says 
that the question here is whether we should accomplish an objective 
by an expensive indirect manner or whether, if we feel that greater 
contributions are justified, that we do it directly by increasing the 
30-percent limitation that now applies in the instance of gifts to 
schools, vs and churches. As to this not being a possible 
device for tax savings to the donor, I think that has “been pretty 
well demonstrated to be the case, except in one instance and I 
wanted to ask you about that. In the ease where a donor establishes 
a 2-year short-term trust for 1 of the 3 donees, school, hospital, or 
church, and provides during that 2-year period for the rev ersionary 
interest to go to a member “of his family, does he not, by so doing, 
obtain a possible tax saving? 

Mr. Mansrietp. Well, Mr. Chairman, this provision, like any other 
provisions which are exceptions to the tax rules and so forth, does ac- 
complish a tax saving in a general sense. That is another way of 
stating that that 30- “percent limitation in this instance has been 
relieved. 

Mr. Mitts. I meant aside from that. 

Mr. Mansrievp. But in the instance described I take it you are re- 
ferring to the fact that the disallowance of the income interest created 
in the charity does not take effect under section 170 where it would 
in the case of a term trust with a reversionary interest to the grantor. 
As a matter of fact, that problem is not met by the proposal of the 
Treasury Department in item 26 because there there would be the 
disallowance of the deduction for even a 10-year trust but not for the 
sort of trust that you have in mind unless, of course, the term was for 
10 years. 

Mr. Mus. It would apply, of course. That isa point which I think 
you would agree should be corrected. 

Mr. Mansrtevp. I can see no objection to that. 








TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 371 


Mr. Muts. If this is corrected then is it your thought that the only 
remaining question in determining the continuation of the 2-year chari- 
table trust is one of policy, w hether we desire the 30-percent limita- 
tion to be the sole limitation 4 

Mr. Mansrtxxp. Yes, I view this question solely as a matter of policy 
and my only plea is that the policy question having been consider “ed 
in 1954, I see no particular evidence from either the standpoint of 
escape of revenue on the one hand or decreasing need of the charities 
on the other to single out this particular provision for special con- 
sideration. 

Mr. Mrits. Are there further questions ? 

If, not, Mr. Mansfield, we appreciate your appearance before the 
committee this morning and the information you have given the com- 
mittee. 

Mr. Mansrtetp. Thank you very much. 

Mr. Mirus. The committee will recess until 1:30 to reconvene in 
this room. 

(Whereupon, at 12:30 p. m., a recess was taken until 1:30 p. m., of 
this same day.) 

AFTER RECESS 


Mr. Mirus. The subcommittee will please come to order. 

Our first witness this afternoon is Mr. George L. Shearin. 

Mr. Shearin, will you identify yourself for purposes of the record, 
please, sir? 


STATEMENT OF GEORGE L. SHEARIN, SECRETARY AND LEGAL 
COUNSEL, ENDOWMENT DEPARTMENT, BAPTIST GENERAL CON- 
VENTION OF TEXAS, DALLAS, TEX. 


Mr. Suearin. I am George L. Shearin, attorney from Dallas, Tex., 
and [I am secretary and legal counsel for the endowment department of 
the Baptist General Convention of Texas. 

Mr. Mitis. You are recognized and may proceed in your own way. 

Mr. Sueartn. My statement is brief, Chairman Mills 

I am here in opposition to the change in section 673 (b) of the In- 
ternal Revenue Code of 1954, relating to short-term charitable trusts. 

Section 673 (b), 1954 Internal Revenue Code, is not a tax-avoidance 
loophole. Its benefits are neither unintended nor accidental. On the 
contrary, section 673 (b) was willfully and purposely enacted into law. 

Briefly, this section provides that the income of a reversionary trust 
shall not be taxable to the grantor where the income is irrevocably pay- 
able for a period of at least 2 years to a designated charitable organ- 
ization of a type specified by the « -ode—hospitals, schools, and churches. 
The arrangement is generally referred to as a short-term charitable 
trust. No charitable deduction is allowed if the 1 reversionary interest 
in either the principal or income of the trust exceeds 5 percent of the 

value of the property. Thus the grantor is precluded from having the 
dual benefit of a charitable deduction and an income exclusion when he 
has a reversionary interest of 5 percent or more. 

Further, the beneficiary must be specifically designated in a trust in- 
strument and the income for the entire term must be paid to the single, 
specifically designated beneficiary. 
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Obviously, such trusts provide a perfectly legitimate and intended 
method whereby, to some extent, a taxpayer can help satisfy the urgent 
need of these hard-pressed institutions for immediate funds; that is, 
churches, schools, and hospitals. 

It is common knowledge that unprecedented demands have been 
made on the facilities and services of hospitals and schools during the 
past several years. They have strived earnestly to keep pace with in- 
flationary trends and still render their services to the public. Many 
of them, especially those which receive no financial aid from public 
taxation, are operating on a “skin of the teeth” basis. Current income 
is often barely enough to meet current operating costs, to say nothing of 
equipment, expansion, and improvement needs. 

Undoubtedly, the members of this subcommittee are keenly aware 
of the nationwide situation and it seems unnecessary to add further 
to the voluminous record of these hearings by going into a detailed 
recitation of figures to substantiate such facts. 

Why should Congress be concerned about the financial needs of 
schools, hospitals, and churches? 

The leaders of our country have long recognized the inestimable 
public service rendered by private schools and hospitals, a service 
which otherwise would be an additional burden on the State. 

Of course, public schools and hospitals have made a splendid con- 
tribution to our Nation, too. Likewise, the wholesome moral and 
spiritual influence of such institutions, churches, in particular, on our 
way of life cannot be overemphasized. In fact, herein lies one of our 
strongest bulwarks against the onrushing menace of communism. 

Our laws have wisely encouraged charitable giving by allowing 
liberal tax advantages to the taxpayer, or to his estate. This gives 
charitable endeavors a sound economic basis. ; 

In a very real sense, the Federal Government shares with the tax- 
payer in his effort to direct some financial help toward these great and 
worthwhile causes. 

As a matter of fact, the suggestion to eliminate the 2-year rule for 
short-term charitable trusts and substitute therefor an onerous 10- 
year rule is inconsistent with this long-standing policy and with the 
position taken in the congressional committee reports concerning 
charitable contributions and gifts, particularly as they relate to the 
section in question under the 1954 Code. 

For instance, under section 170 the charitable contribution limit for 
individuals was raised from 20 to 30 percent of adjusted gross income, 
but the extra 10 percent is allowable only with respect to contribu- 
tions to educational institutions, hospitals, and churches or conventions 
of churches. 

In this connection, the intention of the Congress was clearly ex- 
pressed by the Senate Finance Committee, which reported : 

This amendment is designed to aid these institutions in obtaining the addi- 
tional funds they need, in view of their rising costs and the relatively low rate 
of return they are receiving on endowment funds. (Report of the Senate 
Committee on Finance on Internal Revenue of 1954, p. 29.) 

I would like to interject at this time that I have a report on 
endowment assets of the institutions I represent in Texas. We have 
11 educational institutions and 7 hospitals, and I have those, if you 
would be interested in knowing what their endowment assets are. 
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Mr. Mitts. It would be well for you to leave that with the committee 
for study. 


(The information referred to follows :) 


ENDOWMENT DEPARTMENT, 
Baptist GENERAL CONVENTION OF TEXAS, 
Dallas, Tez. 
REPoRT ON ENDOWMENT ASSETS 


STRENGTH THROUGH ENDOWMENT 


Texas and Southern Baptists are joyfully committed to a dynamic program 
designed to take the Gospel to the whole world. A tremendous source of strength 
for this program and for our denomination is inherent in Baptist schools, hos- 
pitals, children’s homes, and missions. During the past several years unparalleled 
demands have been made on the services and facilities of these Baptist insti- 
tutions and agencies. Thrilled with the splendid opportunities for Christian 
service abounding on every side, they’ve strived earnestly to keep pace with 
inflationary trends and still render the best quality of work. 

Conducting these institutions and agencies is big business. Costs have mounted 
so steeply that operating budgets today are several times what they were 15 
years ago. Texas institutions alone had an operating budget last year of over 
$26 million. It takes a lot of resources to carry out such an undertaking. Al- 
though endowment provided only about 4.3 percent of this budget, its function 
and growing importance cannot be overemphasized. 

Why is endowment important? Because it’s a permanent source of income. 
Current income receipts from all sources other than endowment are necessary, 
of course. However, such income is unpredictable. Often it’s barely enough 
to meet current operating costs to say nothing of improvement and expansion 
needs. Effective program planning is seriously handicapped. Conditions entirely 
beyond the control of the institutions can effect a withdrawal of such income. 
saptist institutions having to rely too heavily on this type of income are, in a 
very real sense, living on a hand-to-mouth, year-to-year basis. On the other hand, 
endowment is regarded as indispensable working capital, and a stable source 
yielding regular and dependable income. 

That endowment is assuming a role of increasing importance in the ministry 
of Baptist institutions and agencies is evidenced by the rapid growth of the 
Baptist Foundation of Texas, the agency investing and administering most 
of their endowment funds. The assets committed to the foundation’s eare have 
increased from about $2,300,000 with income distribution therefrom of almost 
$67,000 in 1932 to approximately $26 million in assets with income distribution of 
over $1,120,000 in 1956. 

The figures included in this report give a factual picture of the endowment 
assets of Baptist institutions in Texas. However, such figures are rather in- 
tangible unless they are broken down and related to the overall financial pro- 
gram of the individual institutions. For example, Baylor University, at Waco, 
is shown as having the largest stake in endowment assets, over $9 million. In the 
fiscal year ending with the date of the report such endowment produced approxi- 
mately $360,000 in income for Baylor. A substantial sum of money all right, 
but it amounted to only 6 percent of Baylor’s total operating budget during said 
period. A 4 percent rate of return applied to the total endowment of any of 
the named institutions will give a rough estimate of the income received from 
endowment. saptist endowment resources must be greatly expanded as the 
ratio of endowment income to all other income is, in most instances, far too 
low. 

Bequests (gifts under wills) are the most productive source of gifts for en- 
dowment. Other important sources are annuities and life income contracts 
(gifts with income reversed) and living trusts (outright gifts in trusts). 

Endowment offers splendid and unusual opportunities for Christian steward- 
ship. Through this channel a Christian steward’s possessions can be preserved 
to work for Christ now and in the generations to come. An endowment gift 
becomes immortal, it’s an investment in life. 
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Report on endowment assets of Baptist institutions of Texas, Sept. 1, 1956 


Present endowment invested 
Name of institution 


Total With With With 
foundation | convention institutions 
Baylor University, Waco $9, 380, 929.85 | $8, 824,457.00 | $114, 472.85 $442, 000. 00 
Baylor University College of Dentistry, 

Dallas | 67, 285. 53 | 67, 285. 53 
Baylor University College of Medicine, 

Houston 604, 473. 96 | 577, 473.96 |___- 27, 000. 00 
Hardin-Simmons Univ ersity, ‘Abilene 2, OGA, 235.08 | 219,505.19 | 145, 670.78 1, 699, 109. 11 
University of Corpus Christi 153, 043. 29 | 56, 012. 89 14, 615. 35 82, 415. 05 
Mary Hardin-Baylor College, Belton_ __- 2, 227,247.51 | 2,172, 651.14 54, 596. 37 | 
Howard Payne College, Brownwood -_----- 2 258, 5 539. 23 | 765, 145. 79 54, 596.37 | 1,438, 797.07 
East Texas Baptist College, Marshall____- 392, 150. 59 249, 829, 72 |..-. 142, 320. 87 
Wayland Baptist College, Plainview_____- 513, 480. 45 442, 133. 60 65, 035. 91 6, 310. 94 
Decatur Baptist College, Decatur 282, 716. 57 | 281, 584. 57 |. _- 1, 132. 00 
San Marcos Baptist Academy----- 115, 749. 18 105, 309. 64 10, 439, 54 
Southwestern Baptist T heologieal Sem- | 

inary, Fort Worth . 3, 047,217.31 | 2,842, 633. 23 204, 011. 51 572. 57 
Baylor Hospital, Dallas ' 733, 356. 59 | 708, 356. 59 |__ 25, 000. 00 
Hendrick Memorial Hospital, Abilene__ - 937, 871. 2% 622, 653. 25 10, 439. 54 304, 778. 44 
Hillcrest Memorial Hospital, Waco valid 150, 105. 37 | 150, 105. 37 |_--- f 
Memortal Hospital, Houston_- 289, 806. 04 12, 318. 14 277, 487. 90 
Valley Baptist Hospital, Harlingen 39, 458. 32 38, 501. 62 |___- 956. 70 
Baptist Hospital of Southeast Texas, 

Beaumont 18, 359. 55 18, 359. 55 ‘ ; 

Baptist Memorial Hospital, San Antonio 39, 119. 50 28, 994. 84 10, 124. 66 
Baptist General Convention of Texas 1, 351, 007. 06 1, 257, 292. 57 93, 714. 49 

Buckner Orphans Home, Dallas 3, 785, 027. 55 3, 785, 027. 55 

Mexican Baptist Orphans Home, San 

Antonio 24, 545. 13 24, 545.13 
South Texas Chik dren's Home, Beeville 4, 957. 87 4, 957. 87 
Texas Baptist Children’s Home, Round 

Rock 23, 841. 69 23, 841. 69 . 
Group investments 572, 017. 51 572, 017. 51 
Temporary and undistributed funds 1, 291, 577. 49 1, 291, 577. 49 
Miscellaneous endowment ii ‘ aga 821, 597.03 600, 450. 79 221, 146. 24 

Total _- = .| 31, 189, 766. 48 25, 743, 022. 22 988, 738. 95 4, 458, 005. 31 


We have used bookkeepers’ records where auditors’ reports were not com- 
pleted. 
GEORGE SHEARIN, Endowment Secretary. 


Mr. Sreartn. It should be observed that this increased charitable 
contribution limit is referred to by said committee as a new special 
rule, and, further 

* * * that such charitable contribution must be paid to the organization and 
not for the use of the organization (op. cit. p. 207). 

It is apparent that the committee recognized the need of these insti- 
tutions for immediate funds, 

The congressional committee reports concerning section 673 (b) 
reveal a similar legislative history. In connection with that provi- 
sion, the Senate Finance Committee stated : 

if the beneficiary is a designated school, hospital, or church, the grantor is to 
be taxed because of a reversionary interest only if the reversion will occur within 
less than 2 years (op. cit. p. 87). 

This section clearly provides an intended benefit. 

Subsection (b) of section 673 is referred to by the Finance Com- 
mittee as providing a special rule and the committee goes on to say 
that the provisions thereunder will not apply : 

* * * unless the income for the entire term must be paid to the single specifi- 
cally designated beneficiary (op. cit., p. 366). 

Here again the committee emphasizes its desire to aid these insti- 
tutions in obt: aining immediate funds by requiring the trust income for 
the entire trust per ‘iod to be paid over to them. 
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The Treasury interpretation of the law prior to the 1954 Code 
allowed a charitable trust with a reversionary interest to be set up for 
a period of at least 10 years, which is what they want to do now, 
during which time the trust income would be excluded from the gross 
income of the grantor, 

Evidently this was not an arrangement desired by the Congress 
because the Congress changed it. 

The facts show that there will not be a rash of trusts under section 
673 (b), even though that provision does offer more opportunities 
therefor than did the prior Treasury 10-year rule. 

There are a few individuals who can and will give up income bene- 
fits which are certain for 2, 3, or possibly 5 years, to aid these institu- 

tional beneficiaries. But how many individuals can see their way 
through to a minimum of 10 years? 

In this age of heavy taxes, if a man can give up income for 10 years 
and longer, then he can afford to give up the property entirely. 

Section 673 (b) strikes a happy balance between a gift out of in- 
come, which is limited, and a gift of the property itself. Thus, an 
individual is provided with a means of giving more to schools, hos- 
pitals, and churches, without having to part permanently with the 
property which has supplied such means. 

For practical purposes, the elimination of the special 2-year rule 
in favor of a 10-year rule will doom the use of this aad of trust. 
Such action would close the door to a method which was intended by 
the Congress to encourage people to provide immediately available 
funds for these aaa 

Section 673 (b) should be given a chance to work. It is too early 
to condemn it to certain death without a fair trial. The advant: ages 
to be gained by schools, hospitals, and churches through the short- 
term charitable trust in its present form far outweigh any loss in 

revenue occasioned by its limited use. 

Mr. Miiis. Does that conclude your statement, Mr. Shearin ? 

Mr. Suearin. Yes, sir. 

Mr. Mitxis. Are there any questions ? 

Mr. Shearin, you were present this morning when Mr. Mansfield 
testified and I questioned him with respect to the matter of rever- 
sionary interest ¢ 

Mr. Surarrn. Yes, sir. 

Mr. Mitts. You have no objection to the correction of any matter 
that should be technically improved ¢ 

What you are thinking of is the preservation of the 2-year short- 
term charitable trust ? 

Mr. Sueartn. That is right, sir. 

Mr. Mixus. So, should the committee decide to do something in the 
situs ition of reversionary interest so as to prevent any improvement in 
one’s tax status as a result of such device, you would have no objection 
to that ? 

Mr. Suxarin. No, sir. 

You have reference to the private trust angle of it and we are in- 
terested solely in the charitable trust angle. 

Mr. Mus. WhatI have referred to would apply equally to a 10- 
year trust as it would a 2-year trust. 

Mr. Suearin. Yes, sir. 


85105—56——-25 
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Mr. Mirus. So as to prevent the double deduction ? 

Mr. Suearin. Yes, sir; [ agree with you. 

Mr. Mirzs. So this is just a question of policy, whether or not to 
limit the entire contribution for these very worthy purposes of educa- 
tion, hospitals and churches to a 30- percent figure, or whether 
we permit some other method to be used to supplement the giving 
under that 30-percent limitation ? 

Mr. Suerarin. Yes, sir. 

Mr. Mus. And you think in the interest of these schools, hospitals, 
and church groups that you represent here, that it would be against 
the public interest to prevent this device of the 2-year short-term 
trust to supplement giving under the 30-percent limitation ? 

Mr. Sueartn. I feel like Congress wanted it this way. 

Mr. Mus. You understand, of course, that the law can be changed 
if the Congress wants to change it? 

Mr. Suearrn. Yes, sir. 

Mr. Mriuus. The point that impresses me about your statement is that 
the purposes for which the proceeds of such a trust may go are so 
essential in our overall way of life that we should not feel that the 
additional amount that can be given under them for these purposes 
over and above the 30-percent limitation should be denied. 

Mr. Suearin. Absolutely yes, sir. 

Mr. Mirus. That is the strength, really, of your argument ? 

Mr. SHearrn. Yes, sir. 

Mr. Mitxs. If there are no further questions, we appreciate your 
appearance and the information given the committee. 

Mr. Sueartn. Thank you, gentlemen. 

Mr. Mitis. Our next witness is Mr. John E. McClure. 

Mr. McClure, will you identify yourself for the benefit of the record, 
please ? 


STATEMENT OF JOHN E. McCLURE, WASHINGTON, D. C., APPEARING 
ON BEHALF OF THE READING CO. 


Mr. McCiure. Mr. Chairman and members of the subcommittee, I 
am John E. McClure, 626 Washington Building, Washington, D. C. 

[ appear here on behalf of Reading Co., a common-carrier corpo- 
ration with principal offices in the Reading Terminal, Philadelphia, 
Pa., organized under the laws of the State of Pennsylvania in the latter 
part of the 19th century. 

Mr. Mitts. You may proceed without interruption in your own 
way. 

Mr. McCrure. Mr. Chairman and members of the committee, I ap- 
pear here on behalf of a provision to permit the deduction of the ac- 
crual of vacation pay. 

Beginning with 1942, the Commissioner of Internal Revenue re- 
quired Reading Co. and several other railroads to accrue vacation-pay 
deductions. Now, this practice was given general application early 
in 1949 by the issuance of I. T. 3956. Now that ruling was issued pur- 
suant to the request of a railroad, I think it was the Manon Railroad 
that made the request for the ruling. 

That ruling was good up until about the latter part of 1953, when a 
few courts of origin: al j jurisdiction decided the question the other way— 
that is, decided that they could not take these accruals. Pursuant to 
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those court decisions—I do not think there were any appellate deci- 
sions; in fact, I think there was an appellate decision the other way— 
but anyhow, in January 1954 the Commissioner issued Internal Reve- 
nue ruling 54608, revoking I. T. 3956. 

Shortly thereafter, section 462 of the Internal Revenue Code of 
1954 was enacted. The effect of that section was to revitalize I. 'T. 
3956 and to vitiate completely revenue ruling 54608. 

Now therefore, for reasons wholly inapplic able to vacation-pay 
accruals, as I understand it, the Secretary of the Treasury requested 
Congress to repeal in toto section 462. I think his theory was, and I 
think it is generally known, that he wanted further time to study that 
particular subject. The fact that the Commissioner of Internal Reve- 
nue has issued ruling extending the deductibility of accruals would 
substantiate that. 

But anyhow, Congress did what the Secretary of the Treasury re- 
quested ; namely, repealed that section in toto. 

I have been told that there has now been drafted by the Treasury 
Department a bill which, if enacted into law, would take care of that 
situation. But, be that as it may, I would like to point out that Read- 
ing Co. would not be getting any double deduction as was allowed by 
section 462 of the Internal Revenue Code because we have been on the 
accrual basis since 1942 and we want to stay on the accrual basis; that 
is sound accounting, and to go on a cash basis would not be sound ac- 
counting. 

Now, if something is not done by legislation or otherwise, Reading 
Co. would likely lose a deduction entirely for the reason that—we will 
say the change is made in 1957—they would not get any deduction on 
the accrual basis because they would have to be on the cash basis, and 
they could not take any deduction on the cash basis because in 1956 
they have already taken, as to deduction, the accrual in that year for 
payments made in 1957. So we would lose out completely 1-year 
deduction. 

Now I am sure that neither the Treasury nor the members of this 
committee would want to produce any such result, but I call it to your 
attention for the purpose of avoiding just that. 

Thank you, gentlemen. 

Mr. Mitxs. Any questions? 

Mr. Kran. Yes. 

Mr. Muius. Mr. Kean will inquire. 

Mr. Kean. I gather that you feel it would be just as much of an 
inequity against the taxpayer if they could not take that one year, as it 
would be against the Treasury if the taxpayer was allowed to take two? 

Mr. McCrure. Well, I think it would be a great inequity because 
the Treasury is going to get its revenue whichever way it goes, but the 
Reading Co. would lose completely and would never be able to catch up. 

Mr. Kran. That is all. 

Mr. Meese Mr. McClure, under existing law, since the Reading Co. 
is on a strict accrual basis, there is no doubling up of expense involved 
in vacation pay? 

Mr. McCuioure. That is right, sir. 

Mr. Mitrs. So that in the event the committee should deem it ad- 
visable to make some provision for those companies which are not on a 
strict accrual basis, and at the same time endeavor to prevent a serious 








378 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


effect upon Treasury revenues, we should not lose sight of the fact that 
there are some companies which have been on a strict accrual basis all 
along ? 

Mr. McCrvure. That is right, sir. 

I think that there are quite a number of railroads which have been 
accruing vacation pay for a number of years. The Commissioner has 
been doing that. 

Mr. Mitrs. I understand that there are some companies that have 
been on a strict accrual basis all along. 

Mr. McCcvure. That is right. 

In other words, what I am asking the committee to do, in effect, is 
not the reinstatement of section 462 in toto. What we would like to 
have is just simply that first ruling, I. T. 3956, reinstalled as it was 
prior to these minority court decisions. I say minority court decisions; 
decisions of lower courts. 

Mr. Mitts. Actually, putting it another way, what you are asking 
us to do is not to provide for a transitional period with respect to the 
reestablishment of 462 in the case of a company that has been on a 
strict accrual basis allalong. You argue that there is no necessity for 
such a transitional period in that instance? 

Mr. McCcvure. That is right, if you just let us stay on the accrual 
basis. 

Mr. Mirus. Because there would be no effect upon Treasury revenue 
anyway / 

Mr. McCuiure. That is right, sir. 

Mr. Mixs. If we did provide for a transitional period in connection 
with the company which is now on a strict accrual basis, there would 
be unwarranted effects upon the income of the company and thereby 
an increase in the Treasury’s receipts where none should occur? 

Mr. McCuvre. Thatisright. The Treasury would be getting some- 
thing it is not entitled to. 

Mr. Mitts. I understand your point. 

We appreciate your appearance and the information you have given 
to the committee. 

Mr. McCcurr. Thank you, gentlemen. 

Mr. Mitrs. Our next witness is Mr. John B. Reid. 

Mr. Reid, for purposes of the record, will you please identify 
yourself. 


STATEMENT OF JOHN B. REID, VICE PRESIDENT AND TREASURER, 
SOUTHERN PACIFIC CO., ACCOMPANIED BY J. C. WATERMAN, 
COUNSEL, NEW YORK, N. Y. 


Mr. Rem. My name is John B. Reid, and I am vice president and 
treasurer of the Southern Pacific Co., with offices at 165 Broadw: ay, 
New York City. 

I am accompanied by Mr. J. C. Waterman, general attorney of the 
company, with offices at the same address. 

Mr. Mirxs. You are recognized, Mr. Reid, to proceed in your own 
way without interruption. 

Mr. Rerp. ‘Mr. Chairman and gentlemen, we have a situation which 
we believe is an unintended hardship created by section 503 of the 
Internal Revenue Code as it has been interpreted. 
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In 1955, Southern Pacific Co. adopted a contributory retirement 
plan for salaried employees of the company and its designated sub- 
sidiaries. The provisions of the plan are embodied in a trust agree- 
ment between the company and the Crocker-Anglo National Bank, 
trustee. 

The company has been advised by the Treasury Department th: at 
the plan has met the requirement of section 401 (a) and that the 
trust is entitled to exemption under section 501 (a) of the Internal 
tevenue Code. 

At the time the plan was created, the company’s liability for past 
service of member employees was approximately $29 million, which 
it was contemplated would be funded over a 12-year period. Under 
the trust agreement, the trustee is required if directed by the retire- 
ment committee to invest in debentures or other securities of the 
company up to one-half the amount of total contributions made by 
the company to the fund. 

To fund part of the past service liability, the company created an 
issue of debentures, similar in all important respects except the in- 
terest rate to an issue of the company’s debentures outstanding with 
the public which are listed and actively traded on the New York 
Stock Exchange. The Guaranty Trust Co. of New York has agreed 
to act as trustee of the new issue. 

The company subsequently applied to the Interstate Commerce 
Commission for authority to sell these debentures from time to time 
to the trustee of the contributory retirement plan. ‘That Commission 
thoroughly investigated the company’s capitalization as well as its 
past and prospective earnings, and entered an order on October 24, 
1955, approving the issue of $22,200,000 of the debentures. 

The C ommission found that the issue was for a lawful object within 
the company’s corporate purposes and compatible with the public 
interest, which was necessary and appropriate for and consistent with 
the proper performance by it of service to the public as a common car- 
rier and which would not impair its ability to perform that service, 
and was reasonably necessary and appropriate for such purpose. 

To date, the company has not issued any of these debentures. Under 
the tentative regulations proposed by the Commissioner under section 
503 (c)-1 of the Internal Revenue Code of 1954, the purchase by the 
trustee of such debentures would be a prohibited fFanaietion!: The 
effect of the regulations is to forbid the investment of pension trust 
funds in gener al credit obligations of employer corporations. 

We submit that this is unsound financial policy. In the first place, 
in the case of railroad and public utility companies, it would restrict 
the marketing of securities at times when, like the present, such com- 
panies have great need of capital for plant expansion. These needs 
can be satisfied only if broad markets for securities are available. 

In approving the issuance and sale to the trustee of the new Southern 
Pacific Co. debentures, the Interstate Commerce Commission expressly 
recognized the importance of this factor. 

The Commission said in its order : 


This is particularly undesirable in view of the fact that at this time and in 
the immediate future there are important needs upon applicant for plant expan- 
sion, increase of rolling stock, purchase of diesel power, and other improvements 
desirable to keep up with modern techniques, which needs are accentuated by the 
rapid growth of the territory in which it serves. The decision to invest approxi- 
mately one-half of applicant’s contributions to the fund in applicant’s securities 
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is deemed a conservative course which would not divert all the contributions 
from the enterprise, but, on the other hand, would permit the holding of other 
securities for diversification and the meeting of payments which may be re- 
quired in early years under the plan. 

The Commission’s order was entered more than a year ago. Since 
that time money markets have tightened rapidly and interest rates are 
now higher than they have been for many years, For this reason it 
is more important than ever that railroads and other public utilities 
essential to the national defense be not denied the right to sell sound 
securities to any investment market available, inc luding their own 
pension trusts. Potential markets for the securities of such companies 
should not be arbitrarily restricted by law. 

In the second place, the law as interpreted by the Treasury does not 
recognize that the protection of pension trust funds depends entirely 
upon the quality of the investments in the fund. 

While the trustee may invest without restriction in stock or secu- 
rities, including debentures, of corporations, other than the employer 
or its subsidiaries, any investment in general debt obligations of the 
employer is a prohibited transaction, no matter how sound those obli- 
gations may be. Moreover, the employer may borrow from a pension 
trust if its promise to pay "as backed by debentures or stock of other 
companies, other than its own subsidiaries, whereas its own securities 
or those of its subsidiaries of similar or higher standing in the finan- 
cial community would not be considered adequi ite security. 

Investment by a pension fund trustee in sound debentures of the 
employer company, secured by an indenture, certainly offers greater 
stability than investment in the stock of the same company or in first 
mortgage or collateral trust bonds of companies with lower financial 
and credit standing. 

Evidence that the investing public considers a general obligation 
of a sound company to be adequate security for a loan is found in 
the wide acceptance of this form of financing. 

Many types of corporate enterprise have borrowed money from the 
public by the sale of debentures. Public utilities account for the 
largest amount of this form of public financing. 

Considering only fixed interest debenture issues which were out- 
standing in the hands of the public on December 31, 1954, the amount 
of such debentures originally sold by public utility companies was over 
$6,685 million, of which over $3,585 million were issued since Janu- 
ary 1,1950. About $5 billion of debentures of industrial corporations 
was outstanding at the end of 1954. 

Substantial amounts of debentures have been issued by transporta- 
tion companies, including railroads and pipelines. The sale of these 
general credit obligations was attributable to their investment quality 

-ather than to their lien position. 

A statute is unrealistic which treats a debenture issue secured by an 
indenture as not representing adequate security merely because the 
issuer happens to be the employer. -Such a statute does not fairly 
implement the objective of preventing high risk loan transactions be- 
tween an employer company and its pension trust. 

The protection of the corpus of such trusts can be better effected 
by the adoption of a test which will permit investment in securities of 
recognized investment quality, rather than on a test founded upon the 
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presence or absence of a lien or other additional guaranty of repay- 
ment which may or may not have actual worth. 

The problem of determining the investment quality of securities is 
one which has been met by Congress before in the case of the national 
banks. Certainly the standards which have been applied to invest- 
ments by such institutions for their own account would adequately 
protect the funds of any pension trust. 

Under the law a national bank may purchase inivestment securities 
for its own account under prescribed regulations. These regulations 
describe the type of security permissible for investment. The invest- 
ment securities must be marketable obligations, that is, salable under 
ordinary circumstances with reasonable promptness at a fair value. 
The particular security must be capable of public distribution or, if 
not, must meet other requirements as to maturity, soundness of value 
or security, and amortization. 

The securities must be in the form of bonds, notes, and/or deben- 
tures commonly known as investment securities. The purchase of 
investment securities in which the investment characteristics are dis- 
tinctly or predominantly speculative, or the purchase of securities 
which are in default, whether as to principal or interest, is prohibited. 

It is believed that any obligation which would be acceptable for 
investment by a national bank would meet the test of adequate security 
required by section 503 (c)—1 of the Internal Revenue Code. 

Accordingly, we suggest that the statute be amended by the addi- 
tion of the followi ing sentence at the end of section 503: 

Investment securities of the type which may be purchased by national banks 
for their own account shall be deemed adequate security for the purposes of this 
section. 

Mr. Mitts. Does that complete your presentation ? 

Mr. Rew. Yes, sir. 

Mr. Mus. Mr. Waterman, do you have anything to say in sup- 
plementation ? 

Mr. WarerMAN. No, sir. 

Mr. Mixts. Are there any questions? 

Mr. Reid, very frankly, I am impressed with your suggestion that 
any investment secur ities that are permitted to be purchased by 
national bank examiners and the others who exercise supervision over 
a national bank should be accepted as an adequate safeguard against 
the purchase by a pension fund of bad securities. 

Mr. Rew. Yes, sir. 

Mr. Mus. As I say, I think it would be worthy of consideration 
and study by the subcommittee and those who are working with us 
as a possible means of solving what you contend is presently a 
hardship. 

If there are no further questions, Mr. Reid, we thank you for your 
appearance and that of Mr. W aterman, and for the information you 
have given the committee. 

Mr. Rew. Thank you. 

Mr. Waterman. Thank you, gentlemen. 

Mr. Mis. Our next witness is Mr. Ottoboni. 

Mr. Ottoboni, will you please identify yourself for purposes of the 
record. 
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STATEMENT OF BARTH L. OTTOBONI, TRUST OFFICER, CROCKER- 
ANGLO NATIONAL BANK, SAN FRANCISCO, CALIF. 


Mr. Orrosont. My name is Barth L. Ottoboni, and I am trust offi- 
cer of the Croecker-Anglo National Bank, a national banking organi- 
zation. 

Mr. Minis. Your main office is in San Francisco? 

Mr. Orrosont. The main office is in San Francisco. 

It is an institution with total assets of about $1.5 billion, and oper- 
ates 58 banking offices in northern and central California. We act as 
trustee of personal profit-sharing, and pension trusts, with substantial 
assets. 

I am head of the pension trust division of the bank. 

Lan ap pear ing before you in connection with topic 28 of the list of 
matters to be disc ussed by your subcommittee, which is consideration 
of section 503 (ec) (1) of the Internal Revenue Code. This section 
provides that a tax-exempt trust may not loan any part of its income 
or corpus to its grantor without the receipt of adequate security and 
4 reasonable rate of interest. 

Treasury regulations promulgated January 21, 1956, and made final 
a few weeks ago state that the unsecured debentures of a creator cor- 
poration do not constitute adequate security for an investment of trust 
funds by a tax-exempt organization. As so interpreted by the Treas- 
ury, the statute will create an unintended hardship on corporate trus- 
tees and employers that I do not believe was intended by Congress 
when it enacted the Internal Revenue Code of 1954. 

In enacting section 503 (c) (1) Congress sought to prevent hazard- 
ous investments by exempt trusts including pension and profit sharing 
trusts. 

I believe this objective may be better attained by a statutory provi- 
sion that a prudent mvestment under applicable State law will not 
be deemed a prohibited transaction. 

My bank has been designated as the trustee of the contributory 
retirement plan of the Southern Pacific. Under the trust instrument, 
the trustee may invest in certain securities of the company, including 
bonds and debentures. 

In its capacity as corporate trustee the bank is subject to Federal 
laws and regulations, is examined annually by the national bank trust 
examiners and is gover ned by the laws of the State of California. The 
applicable law governing investments by trustees is section 2261 of 
the Civil Code of the State of C alifornia, which, in part, provides as 
follows: 


(1) (Judgment and care to be exercised by trustee: Authority to acquire 
property : Corporate obligations and stocks. ) 

In investing, reinvesting, purchasing, acquiring, exchanging, selling, 
and managing property for the benefit of another, a trustee shall 
exercise the judgment and care, under the circumstances then pre- 
vailing, which men of prudence, discretion, and. intelligence exercise 
in the management of their own affairs, not in regard to speculation, 
but in regard to the permanent disposition of their funds, considering 
the probable income, as well as the probable safety of their capital. 

Within the limitation of the foregoing standard, and subject to any 
express provisions or limitations contained in any particular trust 
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instrument, a trustee is authorized to acquire every kind of property, 
real, personal or mixed, and every kind of investment, specifically 
ine luding, but not by way of limitation, corporate obligations of every 
kind, and stocks, preferred or common, which men of prudence, dis- 
cretion, and intelligence acquire for their own account. 

(5) Application of section: Construction of language in trust 
investment. 

The provisions of this section shall apply to all trusts now existing 
or hereafter created, the term “investments permissible by law for in- 
vestment of trust funds,” or “authorized by law for investment of trust 
funds,” “legal inv estment,’ or “authorized investments,” or other 
words of similar import are used in defining the powers of the trustee 
relative to investments, such language, in the absence of other con- 
trolling or modifying provisions of the trust instrument, shall be con- 
strued as authorizing any investment permitted by the terms of sub- 
division (1) of this section. 

The above statute represents a codification of the prudent man rule 
governing trust investments which has been widely adopted in the last 
20 years. This principle has supplanted in many States the arbitrary 
and inflexible designation of eligible investments by statute, through 
the so-called legal list. It permits the full exercise of investment dis- 
discretion by a trustee to preserve principal and to produce reasonable 
income. 

The test of prudence imposed by the California statute places full 
power and responsibility on the trustee for determining what is a suit- 
able trust investment in circumstances existing at the time of invest- 
ment and throughout the period of retention. 

To restrict by statute or regulaion the investment discretion con- 
ferred by State law represents a partial reversal of the trend away 
from inflexible standards which have proved unsatisfactory. 

As section 503 (c) (1) is interpreted by the Treasury, adequi ite secu- 
rity requires something in addition to and supporting a promise to pay 
such as a mortgage, lien, or other collateral. 

The history of investment experience has clearly demonstrated that 
a mortgage or pledge of collateral is neither a sufficient nor a necessary 
evidence of the security of a loan. 

The only proper measure of the security of a loan is the credit worthi- 
ness of the borrower, his ability and willingness to honor his obligation. 

Statistical measures of debt in relation to working capital and net 
worth, and of the margin by which earnings cover service charges on 
the debt are helpful in ascertaining the creditworthiness of a bor- 
rower; but such measures based on “past performance are only part 
of the considerations that enter into an informed investment judg- 
ment. 

The nature of the business, the characteristics of the industry or 
industries in which the company participates, industry trends, the 
purpose of the loan, the record of the management and other factors 
also enter into the judgment of the security of an investment and there 

‘an be no statutory substitute for knowledge, experience and profes- 
sional ability in judging the security for a Joan. 

Many of the highest quality corporate obligations available to in- 
yestors today are entire not secured by pledge of, or a lien upon, 
any assets. This form of financing currently is typical of major in- 
dustrial companies, some public utilities and some railroads. Such 
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debenture issues are widely held by pension trustees and other institu- 
tional investors who are keenly conscious of security and who under- 
stand that creditworthiness is the real measure of security. 

No distinction should be made by statute or regulation that will pre- 
vent the consideration of all appropriate investments by a corporate 
trustee whether the particular settler of the trust be the issuer of the 
securities or not. Instead, the statue should leave the matter of in- 
vesting in securities of the employer and the type of those securities 
to the judgment, discretion and intelligence of the trustee. 

If the corporate trustee is capable and prudent, his action will be 
governed by professional investment judgment exercised in full knowl- 
edge of all the circumstances properly to be considered at the time, 
both external investment considerations and those considerations re- 
lating to the specific trust and the ultimate welfare of its beneficiaries. 

It seems inconceivable that Congress intended to prohibit invest- 
ment in an employer-trustor’s debentures when no such prohibition 
attaches to the purchase of the same securities for a different trust. 

In summary, it is believed that section 503 (c) (1), as interpreted 
by the Treasury, unduly fetters the sound investment discretion of 
trustees generally. 

Existing laws, whether they require a particular standard of pru- 
dence or adherence to designated types of securities, adequately control 
permissible investments and will prevent the abuses Congress seeks to 
guard against. Accordingly, it is believed that the following should 
be added to section 503 (c) : 

Nothing herein contained shall be deemed to prevent investments or loans 
which may be permitted under applicable State laws governing the investment 


of funds by trustees. 

Mr. Mitts. Does that complete your statement ? 

Mr. Orropont. Yes, sir. 

Mr. Muius. Are there any questions ? 

You just heard, did you not, Mr. Ottoboni, the suggestion made by 
Mr. Reid, the vice president of the Southern Pacific Co. ? 

Mr. Orrozont. I did. 

Mr. Mus. He suggested that we liberalize the rule by permitting 
the trust officer to invest in securities which can be held by national 
banks. 

Would it be sufficient, in your opinion, or should we go as far as 
you suggest here and permit the trust officer to invest or lend wherever 
that is permitted under the applicable State laws governing the invest- 
ment of funds by trustees ? 

Mr. Orropont.. Mr. Chairman, first of all, I feel that the test sug- 
gested by Mr. Reid would be sufficient. 

Mr. Mus. I see. 

Mr. Orrosont. That any trust investment committee would be per- 
fectly agreeable to accept the standards of investment which the bank 
itself would adopt in investing its own money; that in a sense is an 
application of your prudent man rule right there. 

Tn answer to your second question, as to whether we should go as far 
as I have proposed here, I have some reservations concerning that, 
and it is one that I advance with some hesitancy or delicacy. 

Tt is recognized that not all trustees are corporate trustees who are 
subject to examination and control by either the national bank ex- 
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aminers or the State banking institutions or the Federal Reserve Sys- 
tem, or the FDIC. 

Now, if we were dealing solely with that type of trustee, the corpo- 
rate trustee that is subject to regulation and examination, I would 
say that there would be no danger in adopting a rule as broad as this. 
It would amount to nothing more than the exercise of judgment, pru- 
dence, conscientiously so under the circumstances. 

I am aware, however, that not all trustees operate under those condi- 
tions, and I must acknowledge that in my own State, an individual 
acting in good faith, because of perhaps lack of professional back- 
ground or experience, could enter into a transaction that a bank would 
frown upon. So I do have that reservation. 

It may be too broad. It may be entirely too broad, and when I heard 
Mr. Reid’s suggestion of the national bank test, I felt that possibly 
there was something more specific, some standards that are readily 
ascertainable by which to measure whether or not you do have ade- 
quate security. 

My own thought, as I have indicated, this suggestion of ours is 
possibly too broad. 

Mr. Miuxs. You developed the point that I had in mind in asking 
the question, and I appreciate very much the frankness of your answer. 

Are there any further questions? 

We appreciate your appearance and the information given the 
committee. 

Mr. Orronont. Thank you for the opportunity to appear. 

Mr. Mitts. Our last witness is Mr. Cleveland Hedrick. 

Mr. Hedrick, although we know you and have for a long time, for 
purposes of the record, will you please identify yourself ? 


STATEMENT OF F. CLEVELAND HEDRICK, JR., ACCOMPANIED BY 
HIS LAW PARTNER, JOHN D. LANE, WASHINGTON, D. C., ON BE- 
HALF OF THE BOSTON & MAINE RAILROAD 


Mr. Heprick. My name is F. Cleveland Hedrick of Washington, 
D. C., and I am accompanied by my law partner, John D. Lane of 
Washington, D. C., and Norwalk, Conn. 

I would like to say that Mr. Lane is handling a number of matters 
for the Boston & Maine Railroad and I brought him along for that 
reason because he is more familiar with the railroad business. 

Mr. Mirus. You may proceed in your own way without interruption. 

Mr. Hepricx. Mr. Chairman, I would prefer to speak from the 
written statement and then request that the written statement be in- 
corporated in the record. 

Mr. Mit1s. Without objection, the full statement will be included in 
the record. 

(The statement referred to follows :) 


STATEMENT OF F. CLEVELAND HEpDRICK, JR., ON BEHALF oF Boston & MAINE 
RAILROAD WITH RESPECT TO SECTION 110 OF THE INTERNAL REVENUE CODE OF 
1954 BerorRE THE SUBCOMMITTEE ON INTERNAL REVENUE TAXATION NOVEMBER 
28, 1956 


I am F. Cleveland Hedrick, Jr., of Washington, D. C, I am appearing today 
as attorney for Boston & Maine Railroad to explain the application of section 110 
of the 1954 Code to our situation. Boston & Maine operates part of its system 
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over lines leased from other corporations. These are long-term leases entered 
into prior to 1900. They provide that Boston & Maine pay an annual prescribed 
rental together with taxes imposed upon the lessor with respect to such rentals, 
as additional rent. 

The basic question raised by leases such as these is to what extent, if any, 
must the amount of the payment of the lessor’s income taxes by the lessee 
be included in the gross income of the lessor so as to give rise to further in- 
come-tax liability for the lessor which in turn will become the subject of further 
payment by the lessee. 

When the income-tax law was first enacted in 1913, Boston & Maine and its 
then lessors took the position that none of such payments were includible in the 
lessor’s gross income. This position was rejected by the Commissioner of In- 
ternal Revenue and he insisted that the tax with respect to the stipulated 
rental be included in the lessor’s gross income. This required the lessee to make 
an additional payment of the tax resulting from the inclusion of the first pay- 
ment in lessor’s gross income. However, the Commissioner adopted a practice 
of not requiring the lessor to include the second payment of tax in its gross 
income, thus avoiding the pyramiding problem. 

Litigation developed concerning the inelusion of the first payment in the lessor’s 
income. The question was presented to the Supreme Court of the United States 
in the case of the United States of America v. Boston and Maine Railroad (279 
U.S. 732 (1929)). Boston & Maine had brought suit as the successor in interest 
of the Fitchburgh Railroad Co. with whom it had entered into a lease on June 
30, 1990, for a term of 99 years. Fitchburgh was consolidated with the Boston 
& Maine in 1919, and the litigation involved the 1917 taxes of Fitchburgh. Upon 
a certification of the question by the Circuit of Appeals for the First Cireuit, the 
Supreme Court decided that the first payment must be included in the gross 
income of the lessor. In arguing the case before the Supreme Court, Boston 
& Maine and Old Colony Trust Co. in a related case (Old Colony Trust Company v. 
Commissioner, 279 U. S. 716) stated that to permit the Commissioner to in- 
clude the first payment of tax in the gross income of the lessor would lead to 
the inclusion of the second payment with the resulting pyramiding of payments 
so that tax liability could be determined only through the use of an algebraic 
formula. In answer to this argument the Government in a supplemental brief 
filed in connection with the reargument of the Old Colony case, supra, stated, 
as follows: 

“Tt is true that in earlier years there was a lack of uniformity in treatment and 
that in some cases the amount of additional tares paid by another was in turn 
added to the taxpayer’s income. Since 1923, however, the practice has been set- 
tled, and the Treasury Department has added only the original tax paid by an- 
other, and abandoned any attempt to treat the additional tax as additional in- 
come.” [Italics in original. ] 

In giving recognition to this representation the Court stated in the Boston & 
Maine case as follows: 

“The Commissioner says that no single instance has been found where the Bu- 
reau has departed from this general practice of construing taxes paid under the 
present circumstances to be income to the taxpayer whose tax liability has been 
discharged in such a manner. 

“The Commissioner says that it was the purpose of the instructions to establish 
a consistent policy, and that if they have not been followed in individual cases, it 
is due to an unauthorized departure from the Bureau’s instructions. More than 
this, it should be added that neither before nor since 1923 has any algebraic for- 
mula been used by the Bureau in computing taxes.” 

The Government followed this practice of adding to the lessor’s gross income 
only the original tax paid by the lessee until 1952, a period of almost 30 years. In 
1952 the Commissioner issued mimeograph 6779 (CB 52-1, p. 8) as modified by 
IR-Mim. 51 (CB 1952-2, p. 65) in which he,teok the position that with respect to 
taxable years beginning after December 31, 1951, the gross income of such lessors 
must include all of the taxes paid by the lessees. The effect of the mimeograph 
was to require the inclusion of the second and succeeding payments of such tax 
and thereby bring about a pyramiding of the tax. As in the case of the pre-1952 
Situation, the lessees coiild deduct not only the stipulated rental but the payments 
of tax thereon as ordinary and necessary business expenses. 

Thus the Commissioner's mimeograph 6779 radically-changed an administrative 
practice which had the approval of the courts and which had been in effect for 30 
years. For the Commissioner to attempt a change of this magnitude without spe- 
cific legislative approval'was clearly Without authority. 
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In 1954 the Congress adopted section 110 of the Internal Revenue Code of 1954 
which provided a new rule with respect to the handling of such payments of tax 
by both lessees and lessors. That section, with respect to taxable years beginning 
after December 31, 1953, provides that the payment of lessor’s taxes on the stipu- 
lated rentals will be excluded from the gross income of the lessor, but such 
amounts may not be deducted by the lessee. 

Where the lessee has enough net income to utilize the deduction for such pay- 
ment, the net effect of the pre-1952 rule, mimeograph 6779 and section 110 of the 
1954 Code is as follows: 





Payments by lessee Pre-1952 Mimeograpt Sec. 110, 
3 3 | u I 
| situation 6779 1954 Code 

ei enero _ _ IT TT cach 
eo ee a a a $100. 00 | $100. 00 $100. 00 
2. Tax on rent (at 52 percent) -_.._- caus 52. 00 52. 00 52. 00 
3. Tax on Ist tax (52 percent times $52)_.........---.----- : 27. 04 | 27.04 
4. Tax on subsequent taxes (pyramid) __...............-..--.- iJ 29. 29 
5. Total lessor’s taxes__--- Sidhe nah ang nS ; 79. 04 108. 33 52. 00 
6. Decrease in lessee’s taxes due to deduction of payments of 

lessor’s taxes ($79.04 times 52 percent) acne ; (41. 10) (56. 33) 0 
7. Net cost to lessee of paying lessor’s taxes. __ — 38. 04 52. 00 52. 00 


It is clear from the above illustration that Mimeograph 6779 creates an inequi- 
table situation and that section 110 provides no solution of the problem for the 
profitable lessee since it produces the same net result as Mimeograph 6779. 

Your subcommittee heard from two witnesses with respect to this problem on 
November 19, 1956. Mr. Joseph M. Jones, who appeared on behalf of the Asso- 
ciation of American Railroads, outlines the past history of the treatment of this 
problem and recommended that the confused situation which now exists with 
respect to the years 1952 and 1953 be clarified by amendment of section 110 to 
permit the section to apply in these years at the option of the lessee taxpayer. 
Mr. L. E. Reynolds, vice president and treasurer of the Connecticut Light & Power 
Co., gave a complete explanation of the background of this problem. He recom- 
mended that the present provisions of section 110 be limited to railroads and the 
so-called pre-1952 rule be enacted as an amendment to section 110 for other tax- 
payers. As an alternative to this he proposed that taxpayers who entered into 
long-term leases prior to the adoption of the 16th amendment should have the 
benefit of the so-called pre-1952 rule by an appropriate amendment to section 110. 

We suggest that the confusion caused by mimeograph 6779 which exists with 
respect to the years 1952 and 1953 be put rest by a clarifying amendment to the 
Internal Revenue Code which will give a lessee taxpayer the choice of applying 
section 110 of the 1954 Code, as recommended by the Association of American 
Railroads in Mr. Jones’ testimony or, at the option of the lessee taxpayer, by 
applying the so-called pre-1952 rule, which has been accepted by the Commis- 
sioner for more than 30 years. 

The Association of American Railroads has furnished me with a copy of its 
letter dated November 23, 1956, to Hon. Wilbur D. Mills, chairman, Subcommittee 
on Internal Revenue Taxation, in which the association states that it has no ob- 
jection to our proposal, provided it is understood that such proposal is in addi- 
tion to, and not in substitution for, that advanced by Mr. Jones on behalf of the 
association in his testimony before your subcommittee on November 19, 1956. 

I respectfully request that a copy of this letter he added to the reeord im 
mediately following the testimony of Mr. Jones with respect to this subject mat- 
ter and that an appropriate cross-reference be made to my testimony on behalf of 
Boston & Maine Railroad. 

I would like to turn now to the recommendation of Mr. Reynolds, the vice 
president and treasurer of the Connecticut Light & Power Co. We agree with 
Mr. Reynolds that section 110 produces the same net result as the prramiding 
method of the Commissioner, preseribed in mimeograph 6779, where the lessee 
axpayer has net income subject to tax. We feel that Boston & Maine end other 
railroads similarly situated should be entitled to participate in any pr spective 
amendment of section 110 to cover the situation described by Mr. Reynolds. 
Therefore, if any such amendment to section 110 is considered, it certain! 


: should 
not exclude railroad corporations. 
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Since we have not had an opportunity to discuss these matters with the staff 
of the committee, we are not suggesting at this time specific statutory language 
to carry out the proposals but will do so at a later date. 

We wish to thank the subcommittee for this opportunity to appear. 

Mr. Heprick. I am appearing today as attorney for the Boston & 
Maine Railroad, which has principal offices in Boston, Mass., and is 
incorporated and exists by virtue of the laws of Massachusetts, New 
Hampshire, and Maine, some of the States that it serves in its railroad 
operations. 

Boston & Maine operates part of its system over lines leased from 
other corporations. These are long-term leases entered into prior to 
1900. They provide that Boston & Maine pay an annual prescribed 
rental together with taxes imposed upon the lessor with respect to 
such rentals, as additional rent. 

These other corporations are not subsidiaries or connected corpora- 
tions; they are independent railroads organized many years ago. 

The basic question raised by leases such as these is to what extent, 
if any, must the amount of the payment of the lessor’s income taxes 
by the lessee be included in the gross income of the lessor so as to give 
rise to further income-tax liability for the lessor, which in turn, will 
become the subject of further payment by the lessee. 

When the income-tax law was first enacted in 1913, Boston & Maine 
and its then lessors took the position that none of such payments were 
includible in the lessor’s gross income. This position was rejected by 
the Commissioner of Internal Revenue and he insisted that the tax 
with respect to the stipulated rental be included in the lessor’s gross 
income, This required the lessee to make an additional payment of 
the tax resulting from the inclusion of the first payment in lessor’s 
gross income. 

However, the Commissioner adopted a practice of not requiring the 
lessor to include the second payment of tax in its gross income, thus 
avoiding the pyramiding problem. 

Litigation developed concerning the inclusion of the first payment 
in the lessor’s income. 

The question was presented to the Supreme Court of the United 
States in the case of the United States of America v. Boston and Main 
Railroad (279 U.S. 732 (1929)). Boston and Maine had brought 
suit as the successor in interest of the Fitchburgh Railroad Co., with 
whom it had entered into a lease on June 30, 1900, for a term of 99 
years. Fitchburgh was consolidated with the Boston and Maine in 
1919 and the litigation involved the 1917 taxes of Fitchburgh. 

Upon a certification of the question by the Circuit Court of Appeals 
for the First Circuit, the Supreme Court decided that the first pay- 
ment must be included in the gross income of the lessor. 

In arguing the case before the Supreme Court, Boston and Maine 
and Old Colony Trust Co. in a related case, Old Colony Trust Com- 
pany v. Commissioner (279 U.S. 716), stated that to permit the Com- 
missioner to include the first payment of tax in the gross income of the 
lessor would lead to the inclusion of the second payment, with the 
resulting pyramiding of payments so that tax liability could be deter- 
mined only through the use of an algebraic formula. 

In answer to this argument, the Government in a supplemental 
brief filed in connection with the companion case, with the reargument 
of the Old Colony case, supra, stated, as follows: 
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It is true that in earlier years there was a lack of uniformity in treatment and 
that in some cases the amount of additional taxes paid by another was in turn 
added to the taxpayer’s income. Since 1923, however, the practice has been 
settled and the Treasury Department has added only the original tax paid by 
another, and abandoned any attempt to treat the additional tax as additional 
income, 

In giving recognition to this representation, the Court stated in 
the Boston and Maine case as follows: 

The Commissioner says that no single instance has been found where the 
Bureau has departed from this general practice of construing taxes paid under 
the present circumstances to be income to the taxpayer whose tax liability has 
been discharged in such a manner. 

The Commissioner says that it was the purpose of the instructions to estab- 
lish a consistent policy, and that if they have not been followed in individual 
eases, it is due to an unauthorized departure from the Bureau’s instructions. 
More than this, it should be added that neither before nor since 1923 has any 
algebraic formula been used by the Bureau in computing taxes. 

The Government followed this practice of adding to the lessor’s gross 
income only the original tax paid by the lessee until 1952, a period 
of almost 30 years. 

In 1952 the Commissioner isued mimeograph 6779 (CB 52-1, p. 8) 
as modified by IR-Mim. 51 (CB 1952-2, p. 65) in which he took the 
position that with respect to taxable years beginning after December 
31, 1951, the gross income of such lessors must include ali of the taxes 
paid by the lessees. 

The effect of the mimeograph was to require the inclusion of the 
second and succeeding payments of such tax and thereby bring about 
a pyramiding of the tax. As in the case of the pre-1952 situation, 
the lessees could deduct not only the stipulated rental but the payments 
of tax thereon as ordinary and necessary business expenses. 

Thus the Commissioner’s mimeograph 6779 radically changed an 
administrative practice which had the approval of the courts and 
which had been in effect for 30 years. 

For the Commissioner to attempt a change of this magnitude with- 
out specific legislative approval was, in our view, clearly without 
authority. 

In 1954 the Congress adopted section 110 of the Internal Revenue 
Code of 1954 which provided a new rule with respect to the handling 
of such payments of tax by both lessees and lessors. That section, 
with respect to taxable years beginning after December 31, 1953, pro- 
vides that the payment of lessor’s taxes on the stipulated rentals will 
be excluded from the gross income of the lessor, but such amounts 
may not be deducted by the lessee. 

Where the lessee has enough net income to utilize the deduction for 
such payment, the net effect of the pre-1952 rule, mimeograph 6779 
and section 110 of the code is as follows: 


Payments by lessee Pre-1952 Mimeograph | Section 110, 
situation 6779 1954 Code 
1. Stipulated rent_ Te ent eee a ne $100.00 $190. 00 $100 
2. Tax on rent (at 52 percent) SE. Pee AR ah a 52.00 52. 00 52 
3. Tax on first tax (52 percent X$52)___.......__- 27.04 27.04 
4. Tax on subsequent taxes (pyr: amid) ___- aba i 29. 29 
5. Total lessor’s taxes_.......__- 79. 04 108. 33 52 
6. Decrease in lessee’s taxes due to deduction of payme nts of 
lessor’s taxes ($79.0452 percent) _..........-- (41. 10) (56. 33 0 


7. Net cost to lessee of paying lessor’s taxes-__-.__- 38, 94 52.00 52 
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There you will see in line 5 that under the 30-year rule followed by 
the Commissioner, the taxes on $100 of rental were $79. This is the 
lessor’s taxes. 

Under the mimeograph, it jumped to $108, which exceeded the 
amount of the original rental, and under section 110, it becomes $52. 

On line 7, you see the result to the lessee of the various rules. His 
net cost was increased by the mimeograph and that net cost was kept 
at the same level by section 110. 

It is clear from the above illustration that mimeograph 6779 creates 
an inequit: able situation and that section 110 provides no solution of the 
problem for the profitable lessee since it produces the same net result 
as mimeograph 6779. 

Your subcommittee heard from two witnesses with respect to this 
problem on November 19, 1956. 

Mr. Joseph M. Jones, who appeared on behalf of the Association 
of American Railroads, outlined the past history of the treatment 
of this problem and recommended that the confused situation which 
now exists with respect to the years 1952 and 1953 be clarified by 
amendment of section 110 to permit the section to apply in these years 
at the option of the lessee tanpever 

The situation with respect to 1952 and 1953 is that those are the years 
in which the mimeograph purports to apply with respect to the type 
of situation covered by section 110. 

Mr. L. E. Reynolds, vice president and treasurer of the Connecticut 
Light & Power Co., gave a complete explanation of the background of 
this problem. He recommended that the present provisions of section 
110 be limited to railroads and the so-called pre-1952 rule be enacted 
as an amendment to section 110 for other taxpayers. 

As an alternative to this, he proposed that taxpayers who entered 
into long-term leases prior to the adoption of the 16th amendment 
should have the benefit of the so-called pre-1952 rule by an appropriate 
amendment to section 110. 

We suggest that the confusion caused by mimeograph 6779 which 
exists with respect to the years 1952 and 1953 be put at rest by a clarify- 
ing amendment to the Internal Revenue Code which will give a lessee 
taxpayer the choice of applying section 110 of the 1954 Code, as recom- 
mended by the Association of American Railroads in Mr. Jones’ 
testimony, or, at the option of the lessee taxpayer, by applying the 
so-called pre-1952 rule, which has been accepted by the Commissioner 
for more than 30 years. 

The Association of American Railroads has furnished me with a 
copy of its letter dated November 23, 1956, to Hon. Wilbur D. Mills, 
chairman, Subcommittee on Internal Revenue Taxation, in which the 
association states that it has no. objection to our proposal, provided it is 
derstood that such proposal is in addition to, and not in substitution 

for, that advanced by Mr. Jones on behalf of the association in his 
testimony before your subcommittee on November 19, 1956. 

I respectfully request that a copy of this letter be added to the 
record immediately following the testimony of Mr. Jones with respect 
to this subject matter, and that an appropriate cross-reference be 
made to my testimony on behalf of Boston & Maine Railroad. 

I believe that a mimeographed copy of the letter was circulated. 
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Mr. Muius. I think it would be well, since you raised the matter, 
that it be made a part of the record immediately following your 
statement. 

Mr. Heprickx. That is acceptable. 

I would like to turn now to the recommendation of Mr. Reynolds, 
the vice president and treasurer of the Connecticut Light & Power Co. 

We agree with Mr. Reynolds that section 110 produe es the same 
net result as the pyramiding method of the Commissioner, prescribed 
in mimeograph 6779, where the lessee taxpayer has net income subject 
to tax. 

We feel that Boston & Maine and other railroads similarly situated 
should be entitled to participate in any prospective amendment of 
section 110 to cover the situation described by Mr. Reynolds. There- 
fore, if any such amendment to section 110 is considered, it certainly 
should not exclude railroad cor porations. 

Since we have not had an opportunity to discuss these matters with 
the staff of the committee, we are not suggesting at this time specific 
statutory language to carry out the proposals but will do so at a later 
date. 

We wish to thank the subcommittee for this opportunity to appear 
to discuss this matter. 

(The letter referred to appears on p. 33, following testimony of 
Joseph M. Jones.) 

Mr. Mirus. Does that complete your statement ? 

Mr. Heprrcr. It does, Mr. Chairman. 

Mr. Mitts. Are there any questions ? 

Mr. Hedrick, as I understand your suggestion, the net result would 
be the imposition of three rules in this field. I wonder if the pre-1952 
rule could be made to apply to the effective date of the Code of 1954. 

Mr. Heprick. As an alternative? 

Mr. Mints. I say why do we want to further complicate the situa- 
tion by having three rules operating at the same time? It just does 
not seem to me to be necessary; certainly it is not advisable. 

Mr. Heprick. As I understand the AAR proposal, they were trying 
to clarify a past proposal of 2 years. At the present time there is a 
question of whether mimeograph 6779 applies in there or the pre-1952 
rule. 

Mr. Mitis. That is what I am saying. 

If we could make it clear that the pre-1952 rule applies to the effec- 
tive date of the 1954 Code, would that not be better than having the 
thing complicated by having the operation of three rules ? 

Mr. Heprick. It would simplify the thing, Mr. ¢ ” airman, and com- 
pletely satisfy the Boston & Maine Railro: 1d as such, but I believe those 
for whom the AAR were speaking would prefer to see section 110 be 
applied as an alternative in that period. 

As far as the people that I am speaking for today, it would certainly 
solve the problem; that would mean you would only have one rule 
prior to 1954 and then whatever Congress prescribes after that time, 
is | understand your suggestion. 

Mr. Mitirs. I see more advantage actually, and I had not thought 
the thing through, but I see more advantage to bringing up to the 
effective date sf the 1954 Code the provision which had ‘applied for 
some 30 years, and would have continued to have applied except for 
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mimeograph 6779, to the effective date of the Code of 1954 than to 
make the provision of the Code of 1954 retroactive into the disputed 
area. 

Mr. Hepricr. I think you appreciate my situation here, Mr. Mills. 
T have discussed this with the American Association of Railroads and 
have agreed to make my proposal as a complementary proposal to 
theirs and not in substitution. 

Mr. Mus. My thought is this: That I should think that about all 
we would be justified in doing is to provide for a continuation of that 
which was in effect for 30 years up until the change was made in 1954; 
that if we did that, certainly for the 2 years, 1952 and 1953, the com- 
panies that have previously enjoyed pre-1952 treatment would not be 
adversely affected in that they would be permitted to continue to 
enjoy that treatment for 2 more years. 

Mr. Hepricx. That would be entirely acceptable to the Boston & 
Maine Railroad. 

Mr. Mrius. I would think we would run into less objection from 
some sources if we did it that way, and I am interested in further 
investigating to see if that would not satisfy most of the situations 
that exist. 

Are there any further questions ? 

Is there anything else that you wish to say ? 

Mr. Heprick. Nothing further, Mr. Chairman. 

Mr. Miuis. We appreciate your appearance and the information 
given the committee. This concludes the public hearings, and the 
Chair thanks all those who have appeared and given us information. 

The committee will go into executive session. 

(The following material was submitted for the record :) 


HOUSE OF REPRESENTATIVES, 
Washington, D. C., November 30, 1956. 
CLERK, MILLS SUBCOMMITTEE, 
Internal Revenue Committee on Tagration, 
House Ways and Means Committee, 
House Office Building. 


My Dear Sir: Confirming our conversation of November 26, I enclose communi- 
cation from Clarence E. Martin, Jr., attorney at law, Martinsburg, W. Va., which 
is explanatory. 

Since Mr. Martin was unable to appear personally to testify, he has asked that 
his statement be submitted to you. 

I trust you will consider Mr. Martin’s suggestions. 

Thanking you, I am 

Sincerely yours, 
Harrtey O. STAGGERS. 


MarTIN & SEIBERT, 
Martinsburg, W. Va., November 29, 1956. 
Hon. HArtey O. STAGGERS, 
House Office Building, 
Washington, D. C. 


DEAR Harkey: In answer to your letter of November 26 concerning the sub- 
committee meeting of the Ways and Means Committee, this is to say that I am 
interested in the Mills subcommittee. 

Rather than make a statement, perhaps this letter will suffice. 

There should be some provision in the gnternal Revenue Code for a written 
release of inheritance taxes to be issued to the personal representative of an 
estate after the taxes have been paid so that the same can be recorded and clear 
the title to real estate involved. At present, no title examiner ever knows 
whether or not the Federal estate taxes have been paid because there is no re- 
lease given which can be recorded. 
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In addition to this, in some States such as West Virginia, a final return is 
made on an estate, and, frequently, it is 1 or 2 years before the Internal Rev- 
enue Office has time to look over the same and audit it. As a result, if there 
is a dispute on valuations of properties, and frequently there are legitimate 
disputes, the taxpayer is required to pay 6 percent on any adjustments in the 
way of additions to valuations. Certainly, a taxpayer should not be required 
to pay 6 percent when the Government is delinquent in checking his return with- 
in a reasonable time. A limitation, certainly, of interest for a period not exceed- 
ing 6 months from the date of filing of the estate-tax return would remedy this 
problem and give the taxpayers fair and just treatment. 

For instance, I have been involved in an estate which was not checked for 3 
years after filing, and then certain adjustments were made to the values of 
real estate which were insignificant and not worth contesting. Nevertheless, we 
were required to pay 18 percent interest on the adjustments. This is not fair 
to anybody. 

Thanking you for calling this to the attention of the subcommittee, I am, 

Sincerely yours, 
CLARENCE E. Martin, Jr., 
Attorney at Law. 


House OF REPRESENTATIVES, 
Washington, D. C., November 23, 1956. 
Hon. WiLzeur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Tagvation, House Committee 
on Ways and Means, 
New House Office Building, Washington, D. C. 


Dear Mr. CHAIRMAN: My attention has been called to the fact that your 
subcommittee will hold hearings on Monday, November 26, 1956, relative to a 
proposal of the Treasury Department that the exclusion of certain subsistence 
allowances for peace officers provided in section 120 of the Internal Revenue 
Code of 1954 be allowed only in the case of amounts designated as subsistence 
allowances on or before August 16, 1954. 

I am strongly opposed to such a change recommended by the Treasury Depart- 
ment and concur in the recommendations of the Georgia Peace Officers Associa- 


tion. This association is not adverse to having the aforesaid section clarified, 
but not in the direction contemplated by the Treasury Department. 
I strongly concur in the association’s opposition and urge that your subcom- 
mittee make an unfavorable report on the proposal. 
Sincerely, 


E. L. Forrester, 
Member of Congress. 


ELBERTON, GA., November 28, 1956. 
Hon. JERE COOPER, 


Chairman, Committe on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear JERE: I am enclosing a letter from Capt. E. D. Mink, treasurer, Georgia 
State Patrol, and also secretary of the Peace Officers Association of Georgia, 
in opposition to a proposed amendment to change the police subsistence law— 
section 120, 1954, internal-revenue taxation. 

I hope that your subcommittee on internal-revenue taxation will give careful 
and sympathetic consideration to the views of these people. 

With best wishes, 

Sincerely yours, 


Pau. Brown. 


STATE OF GEORGIA, 
DEPARTMENT OF PuBLic SAFETY, 
Atlanta, Ga., November 19, 1956. 
Subject : Opposition to amendment to change police subsistence law, section 120, 
1954, internal-revenue taxation. 


To: Head of all State patrol or police agencies in the United States. 
1. It has come to our attention that the congressional subcommittee on internal- 
revenue taxation, has under advisement the possible amendment of section 120 


(1954 laws), having to do with subsistence allowances for police officials of 
State and local governments. 
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2. For your information we quote herewith in its entirety, contents of telegram 
composed and transmitted to counsel for our department : 

“Present law section 120 provides an exclusion from gross income fot to exceed 
$5 a day for subsistence allowances for police officials of State and local govern- 
ments. This was originally designated to provide for the special expenses in- 
eurred by police because of the travel required as part of their work. Subcom- 
mittee is informed, however, since the adoption of this provision amounts which 
in fact constitute ordinary salary have been designated as subsistence allowances 
in order to obtain the benefits of this exclusion. It is suggested by the Treasury 
that the law be amended to provide that for taxable years beginning after 
December 31, 1956, the exclusion is to be available only in the case of amounts 
designated as police subsistence allowances on or before August 16, 1954, the 
effective date of the 1954 Code. This is considered to be a loophole in the law 
and is therefore being considered by the subcommittee.” 

3. If you desire to be heard the committee will be glad to hear you on Monday, 
November 26, if you immediately wire clerk of Committee on Ways and Means, 
House Office Building, Washington, D. C. You can if you desire file statement 
by that time for inclusion in the record of hearings. 

4. It goes without saying that we as a State police organization are vitally 
interested in seeing that this portion of statute remains unchanged. 

5. We felt it our duty to take this means of informing you of the proposed 
amendment, in order that you might avail yourself of the opportunity to combat 
such legislation. 

6. It behooves every law-enforcement officer in the land who now benefits from 
this exemption, as well as those in places of responsibility who have the welfare 
of the police officer at heart, to immediately voice their opposition to the adoption 
of such amendment. 

7. Since the committee is to meet on Monday, November 26, it is imperative that 
those who oppose the impending amendment let themselves be heard before that 
date. 

8. It is urgent that you voice the opposition of your Department by contacting 
your State United States congressional delegation (Senator and Congressmen) 
and request them to oppose the adoption of the proposed change with all their 
vigor. 

By the treasurer: 

E. D. MINK, 
Captain (Treasurer), Georgia State Patrol, 
Secretary, the Peace Officers Association of Georgia. 





STATE OF GEORGIA, 
DEPARTMENT OF PUBLIC SAFETY, 
Washington, Ga., November 24, 1956. 
To the Chairman, Committee on Internal Revenue Tazation, and the Mem- 
bers Thereof, United States Congress, Washington, D. C. 

Dear Sirs: It has come to the attention of we members of the Georgia State 
patrol stationed here at Washington, Ga., that the congressional Subcommittee 
on Internal Revenue Taxation has under consideration the possible amendment 
of section 120 (1954 laws), having to do with subsistence allowances for police 
officials of State and local governments. Under the present Federal statute we 
are allowed $5 per day tax exemption for subsistence purposes. 

If this subsistence is eliminated by an amendment to the present law, we feel 
that an unjust hardship will be imposed upon us. Our present day and sub- 
sistence, after taxation and other amounts withheld each month, allows for a 
bare living and at a standard below that of the community in which we are sta- 
tioned. Due to the fact that we are subject to transfer at any time to any part 
of the State for duty, it is most impractical to purchase a home or make any 
investment of a similar nature for the future. We purchase and eat most of 
our meals on the road and, when the situation requires, we must pay for our 
own lodging away from home. Extraordinary expenses, unforeseen and unpre- 
pared for in our coverage of the large area assigned us for patrol work, make it 
almost impossible to operate on a budget. 

Our department constantly must replace vacancies caused by men resigning 
from the patrol to accept a more lucrative employment and more security. 
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Gentlemen, I beg of you to consider these facts in your deliberations concern- 
ing the above-proposed amendment and not further weaken the morale and the 
small incentive we now have to hang onto this type of work in which we receive 
so much cussing and so very little praise. 

Respectfully yours, 
Set. T. R. Hamrick, 
Commander, Georgia State Patrol, Washington, Ga. 


Sratp or GrorciA, DEPARTMENT OF PUBLIC SAFETY 


Re Consideration by your committee of amendment to section 120, Internal 
Revenue Code 1954, subsistence allowance to police. 


Hon, WiLzsur D. MIs, 
Chairman, Subcommittee on Internal Revenue Tavation, 
House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Dear Mr. CHAIRMAN: By and on behalf of the Department of Public Safety 
for Georgia, we wish to file with your committee a protest to any change in the 
law as passed by Congress (sec. 120, Internal Reyenue Code 1954) and made 
effective August 16, 1954, and this protest to be included in your record for 
hearings. 

It is our contention that the claim of the Treasury Department, “That the 
deductions from gross income of the subsistence allowed police officers under 
the act of 1954 for tax purposes, is being used as loophole by designating salaries 
as subsistence,” is wholly without foundation in fact, because— 

First. Prior to the effective date of the act of 1954, title 26, Internal Revenue 
Code, United States Code Annotated, section 23 (a)-1 provided: “That travel- 
ing expenses, including meals and lodging while away from home,” was deduct- 
ible from gross income for tax purposes. 

Second. Title 26, United States Code Annotated, Internal Reyenue Code, sec- 
tion 22 (a), provided: “Gross income, included profits and income derived from, 
salaries, wages, or compensation for personal service, including personal ser- 
vice of an officer of a State, or any political subdivision thereof.” 

Third. Treasury Regulations, section 29.22 (a)-8, until December 31, 1951, 
then regulation 118, section 39.22 (a)-3 provided: “If a person receives as com- 
pensation for services rendered, a salary, and in addition thereto living quar- 
ters or meals, the value to such person of the quarters and meals so furnished 
constitutes income subject to tax.” 

Now, the act of 1954 did not work any change in the above law, except ‘“sub- 
sistence’”’ allowed police officers: That, the act said, was deductible from gross 
income for tax purposes. All other employees, of whatever nature or kind, 
are not affected by the act of 1954. 

The Department of Public Safety for Georgia is the uniformed division of the 
Georgia State Patrol, and there is a like such department in each of the several 
States of the Union. Each receives its powers from legislative action of the 
State of its abode. Prior to the effective date of the act of 1954, the Treasury 
Department, under regulation 118, section 39.22 (a)-3, had been assessing the 
subsistence given to State patrolmen as compensation and collecting income 
taxes thereon, just in the same way as it did to civilian employees. The act of 
1954 merely exempted from tax State patrolman’s “subsistence.” I do not think 
that the law was ever intended to apply to “city policemen,” because of the 
vast difference in the service rendered by each group; that is, a city policeman 
serves regular hours, then he is off duty, goes to his home, fishing, etc., or where- 
ever he wants to go. This is not the situation with a State patrolman. He is 
confined to duty 24 hours every day, 365 days each year. In Georgia he is given 
1 day off each week, but he must keep his post informed of his whereabouts 
every minute of that day. He is given a vacation of 15 days each year, but 
the same rule applies. First, he enlists for a term of 3 years; is then given 
Several weeks of intensive training. He must sleep in barracks at his post, 
married men as well as single men. His work is from 10 to 18 hours every 
day, owning to circumstances (necessity). He cannot leave his post at any time 
without keeping his whereabouts registered with the post. He cannot leave 
the service at will, but should he desire to leave the service he must make ap- 
plication through channels which eventually reaches the director, and then his 
application will be passed upon by a board. Should he do otherwise, he would 
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be guilty of and tried for a misdemeanor. He is inspected every morning by 
the sergeant in charge, and twice a week by the lieutenant of the division. He 
pays from salary all expense of laundry, dry cleaning of his uniform, his leather, 
such as shoes, boots, and brass. 

When, by legislative enactment, the department of public safety was organ- 
ized, it was provided that barracks be built, equipped, and cooks, etc., be em- 
ployed to furnish meals for the personnel of the State troopers; but, before all 
this could be perfected, the men were housed in boardinghouses ; their meals, of 
course, at definite and certain times of the day. The troopers had to eat at these 
definite times of day. In order to do this, troopers had to leave their patrolling 
to come to their meals. This left the roads and highways unpatrolled. This 
system did not prove adequate to the services intended to be rendered by the 
State. Consequently, by legislative enactment, this system was changed. In- 
stead of feeding the troopers in 1 place and at 1 time, a system of subsistence 
to the men was instituted whereby the men at first was given $2.50 per day as 
subsistence for meals only. Now they are given $5 per day, and complain that 
it is insufficient to pay for their meals, because on many days when they are 
working wrecks (and they are many) they work sometimes 18 hours a day and 
eat 4 times, that extra meal, of course, is at or after midnight. The men must 
get their meals on the route they are patrolling. They must notify headquarters 
when they stop to eat; must radio headquarters the telephone number of the 
restaurant where they are eating; must radio headquarters when they have 
finished eating. All of this must be done at the instance of the State in order 
to have the roads and highways continuously under patrol. Now, why shouldn’t 
the State patrols of the States of this Nation be placed in the same category of 
the Armed Forces of the Nation? Subsistence to the Armed Forces is allowed 
as a deduction from gross income for tax purposes. The State patrols of the 
different States are a well-trained and disciplined force. Ready at a moment’s 
notice for service in defense of this country. They are in most part professionals, 
because every State has an attractive retirement plan. They are for all purposes 
“soldiers” in and on behalf of the whole country. Their work is interrelated 
with all law enforcement, Federal as well as State. Their profession is hazard- 
ous. At all times they risk their lives in the interest of law enforcement. Why 
shouldn’t the Treasury Department be interested in “law enforcement.” Why 
does it insist in placing this particular branch of law-enforcement officers, who 
actually serve the country 24 hours every day, in the same category with white- 
collar employees, who work 8 hours and then off to the club or some other place 
of relaxation and frolic with their loved ones, or, in the comfort of their homes 
surrounded with the wife and children, looking at TV, and maybe with visiting 
neighbors. Why? That’s the question that occurs to us, and we believe it will 
occur to the whole country. 

We admit our inability to understand exactly the position of the Treasury 
Department, when it claims “that the act of 1954 is being used as a loophole to 
substitute ‘subsistence’ for ‘salary.’”’ We do not believe that the courts will 
give to the act of 1954 any such interpretation or construction. That act itself 
is plain, definite, and unambiguous. We are suspicious, though, that the Treas- 
sury Department is attempting to have the act of 1954 repealed under the guise 
of amendment. Should it be successful in doing this, then the law would revert 
right back to where it was before the effective date of the act of 1954, and all 
State patrolmen, or departments of public safety all over this Nation, would 
come squarely under the Treasury Rule 118, 39.22 (a)-3, supra. 

We respectfully submit this our protest against any changes in the act of 1954, 
section 120, Internal Revenue Code 1954, to be used in the record of hearings 
before your committee. 

With our great respect, we are, 

THE DEPARTMENT OF PUBLIC SAFETY 
FOR GEORGIA. 
By our attorney: 


Jas. W. ARNOLD. 
ATHENS, GA. 
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ATLANTA, GA., November 21, 1956. 
Hon. Witrsur D. MILs, 
Chairman, Congressional Subcommittee on Internal Revenue Taxation, 
Care Clerk, Committee on Ways and Means, 
House Office Building, Washington, D. C.: 

It has come to my attention that your subcommittee will hold a hearing on 
Monday, November 26, 1956, relative to a proposal by the United States Treasury 
Department that the exclusion of certain subsistence allowances for peace 
officers provided in section 120 of the Internal Revenue Code of 1954 be allowed 
only in the case of amounts designated as subsistence allowances on or before 
August 16, 1954. As attorney for the Peace Officers Association of Georgia, Inc., 
I would like to state that that association is unalterably opposed to such a 
change as is contemplated by the Treasury Department. The association is 
composed of more than 3,500 peace officers from all parts of the State of Georgia 
and represents all phases of law enforcement work. At the association’s recent 
annual meeting in Savannah, Ga., a resolution was unanimously passed author- 
izing me to take whatever steps deemed advisable with a view toward clarifying 
the aforesaid section 120, but not in the direction contemplated by the Treasury 
Department. It will be impossible for me to be in Washington this coming 
Monday, but I request that this message be included in the record of the hearing. 
It is respectfully requested and earnestly urged that your subcommittee file 
an unfavorable report on the Treasury Department’s proposal. 

FRANK H. EpWArpbs. 


MARYLAND STATE POLICE, 
Pikesville, Md., November 23, 19356. 
CLERK OF THE COMMITTEE ON WAYS AND MEANS, 
House Office Building, Washington, D. C. 


Dear Sie: It is our understanding that section 120 of the present law allows 
the police a subsistence allowance of $5 per diem, which is not subject to income 
tax. Because it was felt by the Internal Revenue Division that certain police 
departments were increasing the subsistence rather than the wages and, there- 
fore, circumventing the possible income tax, a congressional Subcommittee on 
Internal Revenue is to hold hearings on Monday, November 26, 1956, with a view 
of amending section 120 (1954 laws) so that all subsistence allowances will be 
held to that allowed on August 16, 1954. 

We of the Maryland State Police should like to go on record as being opposed 
to any change in section 120 as we feel that the $5 per diem allowed under this 
law is certainly not an overly high figure. We have been allowed $3.50 per 
diem as subsistence since 1947 and are asking the Maryland State officials to 
raise this figure, in addition to a general salary raise. Our request is for $4 
per diem and this is well below the present $5 now allowed. Since we were 
allowed the $3.50 per diem we have had salary raises totaling $1,350 without an 
increase in our subsistence allowances. While there may be a few departments 
attempting to use the supposed loophole in the internal revenue law, I am 
certain that you will find the vast majority of police departments prefer the 
salary raise as this is considered in computing pensions benefits; whereas, to 
date, subsistence has not been a factor in that regard. 

Our subsistence allowances are tied to the cost-of-living index and since the 
food section of this index has greatly increased since 1947 we feel that we are 
justified in asking for an increase. 

Very truly yours, 
W. H. WEseEr, 
Major, Acting Superintendent. 


OLYMPIA, WASH., November 23, 1956. 
CLERK OF COMMITTEE ON WAYS AND MEANS, 
House Office Building: 

This is to advise you that the Washington State Patrol is opposed to the amend- 
ment of section 120, Laws of 1954, internal revenue and taxation, having to do 
with subsistence allowances for police officials of State and local governments 
which the congressional Subcommittee on Internal Revenue Taxation is consider- 
ing at the present time. It is our request that this statute remain unchanged. 


Roy F.. CARLSON, 
Acting Chief, Washington State Patrol. 
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Austin & DIAMOND, 


New York, N. Y., October 31, 1956. 
Hon. Wiisur D. MILLs, 


House of Representatives, 
Washington, D. C. 


DEAR CONGRESSMAN MILLS: Inasmuch as you are about to conduct hearings on 
certain proposed technical amendments to the Internal Revenue Code of 1954, I 
take the liberty of enclosing a suggested amendment to section 267 (a) (2) of the 
1954 Code, dealing with the disallowance of certain deductions. 

As you know, the basic provisions of section 267 (a) (2) first appeared in section 
24 (c) of the 1936 act, as added by section 301 of the 1937 act. The phrase “2%4 
months” was used to refer to the due date for the filing of the income-tax return 
for the taxable year in question. Inasmuch as under the 1954 Code the due date 
for filing an income-tax return by a taxpayer (other than a corporation) has been 
extended 1 month, I believe that section 267 should be geared to that change. The 
enclosed suggested amendment would leave section 267 unchanged with respect to 
corporate taxpayers but would give other taxpayers the additional month in which 
to make payment of expenses or interest to preclude disallowance under section 
267 (a) (2). 

For the sake of clarity, the proposed amendment would also eliminate the phrase 
“914 months” and substitute therefor “the 15th day of the third month” or “the 
15th day of the fourth month,” as the case may be. This change would appear to 
be desirable even though Mansuss Realty Co., Inc., v. Commissioner (143 F. (2d) 
286 (CCA 2d, 1944)) sustained the Commissioner’s interpretation that ‘within 
214 months thereafter” meant not later than the 15th day of the third month. 

I am sending a copy of this letter to Hon. Laurens Williams, assistant to the 
Secretary of the Treasury. 

Very truly yours, 
LEo A. DIAMOND, 
Attorney and Counselor at Law. 


PROPOSED AMENDMENTS TO SECTIONS 267 (A) (2) (A) AND (C) OF THE 
INTERNAL REVENUE CODE oF 1954 


(Deleted material in black brakets; new material in italic) 


“(2) Unpatp EXPENSES AND INTEREST.—In respect to expenses, otherwise de- 
ductible under section 162 [or 212], or of interest, otherwise deductible under 
section 163, in the case of a corporation— 

“(A) If within the period [consisting of the taxable year of the taxpayer 
and 214 months after the close thereof] beginning with the first day of the 
tarable year of the tawpayer and ending on the 15th day of the third month 
after the close of such year (i) such expenses or interest are not paid, and 
(ii) the amount thereof is not includible in the gross income of the person to 
whom the payment is to be made; and 
* “ * oe > © * 


“(C) If, at the close of the taxable year of the taxpayer or at any time 
[within 2% months thereafter] prior to the 16th day of the third month after 
the close of such year, both the taxpayer and the person to whom the pay- 
ment is to be made are persons specified within any one of the paragraphs 
of subsection (b). 

The provisions of this subdivision shall also apply im the case of a taxpayer 
(other than a corporation) except that they shall also govern the deductibility of 
expenses, otherwise deductible under section 212, and that the words ‘fourth 
month’ shall be substituted for the words ‘third month’ appearing in subpara- 
graphs (A) and (C) of this subdivision.” 


Tax DIVISION, 
DEPARTMENT OF JUSTICE, 
Washington, D. C., October 31, 1956. 
Hon. Wrisur D. MIs, 
Chairman of Committee, Ways and Means, Subcommittee on Internal Reve- 
nue Taxation, New House Office Building, Washington, D. C. 

Dear Mr. Mitts: I learned from your press release of October 25, 1956, that 
your subcommittee has scheduled public hearings on legislative proposals de- 
signed to eorrect technical errors and ambiguities in the Internal Revenue Code. 
I am interested in presenting a technical change that I believe would clarify an 
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ambiguous section of the code. However, I am leaving Washington on November 5, 
and I will not be able to make an appearance at the public hearings. For this 
reason, it would be appreciated if you would have a member of your staff study 
this letter with a view toward presenting my proposal. 

As will appear from the discussion below, certain language of section 267 (a) 
(2) should be eliminated. It has no substantive effect upon the law, and merely 
serves to confuse the average revenue agent or tax practitioner. This legislation 
was originally introduced in section 301 (c) of the Revenue Act of 1937. It 
was intended to provide the grounds upon which certain deductions for expenses 
and interest may be disallowed where, despite their accrual as deductions to the 
payor, there was no receipt of income by the payee within 214 months after the 
close of the taxable year of the payor. (See H. Rept. No. 1546, 75th Cong., ist 
sess., 1939-1 Cum. Bull. (pt. 2) 704-725.) 

Subsequently, it became obvious that the original statutory language was 
inadequate. While the taxpayer was entitled to the deduction if “constructive 
receipt” of income by the payee occurred during the taxable year of the tax- 
payer, actual payment was necessary during the 2'4 month moratory period 
between the end of the taxable year of the taxpayer and the due date for filing 
tax returns. The fact that there was “constructive receipt” of income by the 
payee during this short period was of no consequence. This unwarranted dis- 
tinction was bound to cause hardship because of the normal business practice of 
closing the books shortly after the end of the taxable year. (See L. R. McKee v. 
Commissioner,’ 18 T. C. 512 (1952).) While this case was on appeal, Congress 
amended the provision so that the deduction would be allowable unless the 
Commissioner could show that the amount thereof was not ineludible in the 
gross income of the payee within 244 months after the close of the taxable 
year of the taxpayer. (See H. Rept. No. 484, 83d Cong., 1st sess., p. 19.) On 
the basis of this legislation, the McKee case was reversed on appeal (id., 207 F. 
2d 780 (C. A. 8th, 1953) ). 

The amendment, as enacted, simply added the new condition without deleting 
or rephrasing either of the old conditions. A careful study of section 267 (a) 
(2) (A) (ii) will reveal that it not only encompasses subsections (A) (i) and 
(B) but that it goes further than either of them. Any fact situation that falls 
into subsection (A) (i) and (B) must also fall into subsection (A) (ii). There- 
fore, these subsections (A) (i) and (B) should be eliminated to avoid the possi- 
bility of ambiguity. So long as the lesser conditions are in the code as separate 
subsections, there is no reason to doubt the extent of the condition which was 
intended to encompass them. Also, in changing this section it seems desirable 
to extend the moratory period another month so that it will coincide with the 
date for filing income-tax returns. 

Under these circumstances, I recommend that the following section be added 
to the technical amendments : 

“SecTion —. Section 267 (a) (2) (relating to the disallowance of unpaid 
expenses and interest) is amended to read as follows: 

“*UNPAID EXPENSES AND INTEREST.—In respect of expenses, otherwise deducti- 
ble under section 162 or 212, or of interest, otherwise deductible under section 163, 
if within the. period consisting of the taxable year of the taxpayer and 3% 
months after the close thereof such expenses and interest are not includible in 
the gross income of the person to whom the payment is to be made, and both 
the taxpayer and the person to whom the payment is to be made are persons 
specified within any one of the paragraphs of subsection (b).’” 

I hope that this proposal is added to the bill. It does not change existing law, 
but it will eliminate a redundancy that unnecessarily burdens an already intricate 
provision. 

On November 5, 1956, I am returning to Nashville, Tenn., to enter private 
practice. My office will be on the 11th floor of the American Trust Building. 
I would appreciate your entering my name on the mailing list of your Subcom- 
mittee on Internal Revenue Taxation so that I may be kept current on legislative 
proposals. I would like to offer suggestions from time to time. My experience 
in the Tax Division has given me an invaluable insight into certain procedural 


1 There, the taxpayer closed his books at the end of the calendar year and proceeded to 
compute the amounts due his empleyees as bonuses for the year. he bonuses were not 
actually credited to the employees until the first part of January. Since the credit was 
not made during the taxable year of the taxpayer, his deduction was limited to the amount 
actually withdrawn by the employees before March 15 of the following year despite the fact 
that the taxpayer could not have forced the employees to withdraw what had become their 
money and was taxable to them whether or not withdrawn. 
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sections of the code. I am presently preparing a suggested revision of section 
6323 (relating to the invalidity of the general tax lien without notice). It should 
be of assistance to you in considering the lien provisions. 
Sincerely yours, 
ERVIN M. ENTREKIN. 


Box 57, Pico, O 418-150, November 16, 1956. 
CLERK OF THE WAYS AND MEANS CoMMITTEE, 
House of Representatives, New House Office Building, 
Washington, D. C. 


Dear Str: In accordance with the instructions issued with the list of unin- 
tended benefits and hardships in the additions to the Technical Amendments 
Act of 1957, I would like to submit the following statement in triplicate with 
regard to part 1, section IA (9), “Prepaid interest and charitable contributions.” 

I do not agree with the subcommittee’s interpretation of the problem and believe 
that no income adjustment is indicated in this case and it would be actually 
unfair to the taxpayer to require it. A taxpayer on the cash basis, as stated in 
the analysis of the problem, in order to have deducted the interest on the loan, 
would have to have paid at least enough on the loan during the taxable year 
to cover the full amount of the interest. Therefore, the only indebtedness remain- 
ing would be the balance of the loan principal. The treatment of the charitable 
contribution deduction would be the fair market value of the property less the 
indebtedness. The latter as stated above would be only the balance of the prin- 
cipal of the loan and the interest, which had been paid by the transferor would 
not enter into the computation of the contribution deduction at all. In other 
words, all the transferor would get credit for in donating his property to charity 
would be the value of the property minus the amount of indebtedness the charita- 
ble organization has to repay. As stated before, this does not include the interest 
on the loan, which has been already prepaid by the transferor. Also, the interest 
would not increase the market value of the property, so where does a double 
deduction enter the picture? 

If any change is desired, perhaps it might be advisable to amend the regulations 
to state that the amount of prepaid interest already deducted from income would 
not enter into a computation of a charitable contribution of property in any way. 

Very truly yours, 
R. E. SLAYTON, 
Bookkeeping and Tax Service. 


STATEMENT OF JOHN W. COLLINS, JR., ATTORNEY AT LAW, DALLAS, TEX., IN OPPosI- 
TION TO CHANGE IN SECTION 673 (B) OF INTERNAL REVENUE CODE OF 1954 
RELATING TO SHORT TERM CHARITABLE TRUSTS 


To the Subcommittee on Internal Revenue Taxation of the Committee on Ways 
and Means: 


GENTLEMEN : Reference is made to the proposed elimination of the 2-year provi- 
sion of section 673 (b) of the Internal Revenue Code of 1954. Such proposal is 
listed as item No. 26 in the unintended benefits and hardships section of the addi- 
tions to the technical amendments bill of 1957. 

It is submitted that this proposed elimination should not even appear in the 
unintended benefits section. On the contrary, this new 2-year provision was 
intentionally added to the 1954 code with the hope that it would, to some extent, 
provide a means by which the charitable organizations, enumerated in code 


section 170 (b) (1) (A), could obtain some additional urgently needed funds ° 


to cover current operating costs. 

For the past several years, I have had the opportunity to observe the financial 
struggle of our Texas Baptist institutions through the examination and study of 
the institutions’ annual audit reports. Such institutions comprise 11 schools, 7 
hospitals and several other charitable organizations such as orphans’ homes. 

Since these institutions are not tax-supported their very existence depends on 
gifts and grants, which, even when coupled with other types of income such as 
tuition, fees, ete., is often not enough to cover current operating expenses. They 
are forced to exist on a year-to-year basis. Of course, the institutions have 
some endowment income, but this amounts to only about 3 percent of the total 
income. 
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The inclusion of the 2-year short-term charitable trust provision in the 1954 
Code provides the only means by which these institutions can hope to get more 
than the handout they are now getting. Due to the tax burden that the Ameri- 
can people are now shouldering, it becomes increasingly harder to give to charity 
very many after-tax-dollars. The 2-year provision as it now stands does not 
benefit a single taxpayer, but it does provide a method whereby he can give more 
to these worthwhile organizations without being penalized in the process. 

The value of these organizations to society and the Nation as a whole stands 
unprecedented and their record alone stands as reason enough to give them the 
help that they so desperately need. If the Government had to play the part 
that these organizations are now playing, it would not only be another step 
toward socialism but would cost the Government much more than the few addi- 
tional tax dollars the Treasury hopes to gain by its proposed elimination of the 
short-term charitable trust. 

I respectfully urge that you vote against any change in section 673 (b) of the 
Internal Revenue Code of 1954 as it now stands. 


THE AMERICAN BANKERS ASSOCIATION, 
Washington, D. C., December 6, 1956. 
Hon. Witpur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 

Dear Mr. Mitts: I have the privilege of transmitting a statement of the sub- 
committee on taxation of the committee on Federal legislation of the American 
Bankers Association covering certain proposals for amendments of the Internal 
Revenue Code of 1954. 

It is hoped that these proposals may have the consideration of the Subcom- 
mittee on Internal Revenue Taxation. If additional copies of the statement are 
desired, we shall be glad to furnish them. 

Very truly yours, 
CARLYSLE A. BETHEL, 
Chairman, Subcommittee on Taration. 


PROPOSALS FOR AMENDMENTS OF THE INTERNAL REVENUE Cope or 1954 BY THE 
AMERICAN BANKERS ASSOCIATION 


1. Estates and trusts—Charitable deduction.—The allowance of a special de- 
duction for amounts of gross income paid or permanently set aside for, or which 
are to be used exclusively for, charitable purposes injects great complexity into 
the law, the return form and the instructions. Accordingly, it is recommended 
that section 642 (c) be repealed and the law amended so that amounts perma- 
nently set aside for, or to be used exclusively for, a charitable purpose, should 
be treated as if they had been distributed to a beneficiary. In that manner, 
the amounts actually paid to, permanently set aside for, or to be used ex- 
clusively for, charitable purposes would be allowable as a distribution deduction. 

If that is done, section 651 (a) (2) should be amended so that if all of the 
income of a trust is currently distributable or is to be used for charitable 
purposes, it would qualify as a simple trust. The sentence immediately fol- 
lowing subdivision (7) of section 643 (a) (relating to the adjustments to be 
made in distributable net income where a charitable deduction is involved) 
should be repealed as unnecessary. Section 663 (a) (2) (barring a distribu- 
tion deduction for amounts paid to a charity) likewise should be repealed. 

If a distribution deduction is to be allowed with respect to amounts paid or 
set aside for charitable purposes, section 643 (a) (4) should be amended to 
bring extraordinary dividends and taxable stock dividends into distributable 
net income to the extent that they are permanently set aside for, or are to be 
used exclusively for, charitable purposes. 

2. Estates, exclusions from amounts tazable to beneficiaries under section 
662 (a)—Distribution of principal when some income is not distributed—The 
restrictions placed by section 663 (a) (1) upon the exclusion from taxable in- 
come of amounts received as gifts or bequests, coupled with the provisions of 
section 663 requiring distributions to be taxed to the extent of distributable net 
income, cause great difficulty where estates make large distributions of princi- 
pal but all of the income is not distributed. Under those circumstances, each 
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distributee is taxable upon the proportion of the distributable net income which 
the value of the nonexcluded principal and income received by him bears to 
the total of the nonexcluded principal and income distributions to all bene- 
ficiaries. An example of the unjust operation of such a rule of allocation is 
furnished by a case in which a will contest has frozen the estate and the only 
distribution made in the taxable year is paid out of corpus to effect a settle- 
ment of the contest. The person receiving it, although entitled to no income 
from the estate at any time, would bear the burden of the tax on the entire dis- 
tributable net income of the estate for the taxable year. Again, if a widow 
is paid an allowance out of corpus for her support during the settlement of her 
husband’s estate pursuant to court order, the widow is required to report a 
proportionate part of the distributable net income of the estate in her gross 
income for the year. 

Since these provisions operate to impose an income tax upon a beneficiary 
who may not be entitled to any estate income or may receive or be entitled to a 
lesser amount than that upon which he is taxed, the tax is of questionable con- 
stitutionality since it appears to be a direct tax on a receipt of corpus rather 
than a tax upon income. 

Where the distributions of income and principal during a taxable year are 
in excess of distributable net income and the principal distributions are not 
proportionate to the income interest, inequities also will occur. The greater 
the amount of principal received by a beneficiary, the more taxable income will 
he attributed to him even though the amount so attributed to him is much greater 
than the amount of income he is entitled to. 

3. Estates—Separate share rule—The reasons which impel the inclusion of 
the separate-share rule with respect to trusts (sec. 663 (c)) seem equally ap- 
plicable to estates in process of administration. Accordingly, it is recommended 
that the same principles be applied to estates in order to avoid the distortions 
which otherwise occur. 

4. Principal deductions—Section 643 (a) should be amended so that only 
the excess of deductions chargeable to principal over items of income allocable 
to principal account are taken into account in computing distributable net in- 
come. That will prevent a wastage of such deductions, but will not take away 
from principal account deductions it can use. 

5. Identification of securities —The present law imposes an unnecessary burden 
upon taxpayers in requiring them to identify securities for the purpose of 
determining gain or loss upon a sale or disposition thereof. Since a taxpayer 
may sell any security he chooses so long as he identifies it, it is obvious that no 
revenue loss would be involved in eliminating the present burdensome require- 
ments of identification. We recommend that a taxpayer owning more than one 
lot of stock or securities of the same class acquired at different times or having 
different bases have the right to elect, in accordance with regulations, to identify 
the particular lot or part thereof which is to be deemed sold, by specifying to the 
custodian of such stock or securities or to the broker or dealer through or to whom 
such sale is being made, that the stock or securities so sold are from a lot having 
a specified basis acquired on a specified date. Such identification would be made 
controlling if the above information is set forth upon a written confirmation 
made by the custodian, broker or dealer through whom the sale is made and if 
the taxpayer maintains such records as may be required by regulations. If a 
taxpayer has elected to identify stock or securities as set forth above, any sub- 
sequent sale of stock or securities of the same class would be deemed to be a sale 
of the stock or securities of such class then on hand, taking into consideration 
ahy prior specifications theretofore made, which were first acquired, unless the 
securities so sold are identified as hereinbefore set forth. 

6. Mallinckrodt trusts——In many cases third persons having a donated power 
to vest in themselves corpus or income of a trust will not wish to exercise it, 
but would prefer to allow the trust corpus and income to be disposed of in ac- 
cordance with the trust instrument. On the other hand, taxing the income or 
capital gains to the holder of the power almost inevitably will cause the power 
to be exercised with the result that the trust will be cut down or eventually 
destroyed. 

We accordingly recommend that the present law not be applied except to the 
extent necessary to prevent serious tax avoidance. 

No serious tax avoidance exists as to long-term capital gains since there often 
is no differential in rate between that imposed upon the trust and that imposed 
upon the holder of the power or at the most such differential would be negligible. 
Accordingly, the holder of the power should not be taxed upon long-term eapital 
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gains merely because of the existence of the power, but only if it is exercised 
within the taxable year. 

Similarly, no serious tax avoidance would be involved in the case of ordinary 
income, if the principle of sections 2041 (b) (2) and 2514 (e) (relating to the 
estate and gift tax treatment of lapsed powers over small amounts) were applied 
for income-tax purposes. That would have the desirable effect of correlating 
the estate, gift, and income-tax provisions in this area and would decrease the 
probability of having the power exercised. 

7. Independent trustees.—Section 674 (e) has the effect of taxing the grantor 
of a trust with the income thereof if more than half of the trustees are related 
to, or are subservient to the wishes of, the grantor. This section apparently 
assumes that a majority of the trustees can control the trust. However, the 
general rule (in the absence of a special rule in the instrument) is that all 
trustees must join in any action. Accordingly, if there is at least one inde- 
pendent trustee, he is in a position to block action desired by any number of 
subservient or related trustees. The section should be modified so as to limit 
the rule to situations where under local law or the terms of the instrument 
subservient trustees actually control the trust. 

8. Income in respect of a decedent—Distributable net income.—Section 691 
requires that income in respect of a decedent be treated as taxable income of the 
person who receives it, even though such income is treated as corpus for estate 
accounting purposes. Since such income goes into taxable income and is not 
removed therefrom by any provision of section 645, it remains in distributable 
net income. Thus, a distribution of any principal will result in the recipient 
being taxable to the extent of the income with respect to the decedent (if dis- 
tributable net income is sufficient to cover it) even though there is no intent to 
distribute such income in respect to a decedent. It is recommended that section 
643 be amended to provide that income in respect of a decedent be eliminated 
from distributable net income unless such income is paid, credited, or required 
to be distributed to a beneficiary, or is paid, permanently set aside, or is to be 
used for the purposes specified in section 642 (c). 

9. Basis of buildings acquired for eventual demolition.—The regulations pro- 
vide that where land and buildings are acquired with the intention that the 
buildings are to be demolished, the entire purchase price, plus the cost of demol- 
ishing the buildings, represents the cost of the land. This seems incorrect where 
the buildings have more than nominal economic value. For example, the buyer 
who is assembling land for the purpose of erecting a new building may decide 
that a particular parcel of land, considered as if it had no structures on it, would 
be worth $150,000. He will further compute that it will cost him $25,000 to re- 
move the existing structures, and therefore will be willing to pay $125,000 for the 
property. On the other hand, the seller will decide that the land, considered only 
as land, is worth $150,000, that the building has a value of $75,000, and, accord- 
ingly, will demand a price of $225,000 for the property. Under those conditions, 
the seller obviously will have to pay somewhere between $125,000 and $225,000 
for the property, depending upon his skill as a negotiator. To say that any price 
in excess of $150,000 represents the cost of land to him seems contrary to fact. 

Perhaps the basic assumption of the present regulations would be correct in a 
situation where the land, which is the subject of the purchase and sale, has a 
building on it which is economically or physically valueless and is recognized 
by both the buyer and seller to be a detriment to the land. Under those condi- 
tions it is proper to hold that the entire purchase price plus the cost of demoli- 
tion represents the cost of the land to the seller and that there is no cost basis 
for the buildings. 

Accordingly, in such cases where the building has more than nominal economic 
value, the purchaser should be recognized as having a cost basis for the building 
equal to the excess of the purchase price over the value of the land. Assuming 
that demolition does not occur immediately, the buyer should be entitled to depre- 
ciation computed on such basis for the building. Upon the demolition of the 
building for the purpose of erecting a substantial new building, the remaining 
adjusted basis of the building together with the cost of demolition should be added 
to the cost of the new building for depreciation purposes. In the event no sub- 
stantial new building is to be erected or there is a change of plans so that the 
building is demolished, but no new building is erected, the adjusted basis of the 
building should be amortized over the remaining useful life of the building imme- 
diately prior to demolition. 

10. Foreign corporations which are personal holding companies.—Section 542 
(c) (10) should be amended to add thereto a further exception exempting a 
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foreign corporation whose situation at all times during the last half of the taxable 
year is such that a dividend paid by it would be wholly exempt from income tax 
under the provisions of any treaty. Since the personal holding company tax i 
imposed solely for the purpose of forcing the corporation to distribute dividends 
which will be taxable to its shareholders, the corporation should not be subject 
to the tax where its dividends will be exempt. 

11. Partial termination of trusts —Where a trust terminates as to some bene- 
ficiaries, but not as to others, the deductions which are attributable to the termi- 
nating portion of the trust should be allowed to the remaindermen interested 
therein without regard to the fact that the trust still continues as to a portion of 
the property. Essentially, this result could be accomplished by the application 
of the separate share rule of section 663 (c) to section 642 (h). 

12. The throwback provisions.—In view of the complexities of the throwback 
rule, we recommend that it be eliminated from the code and some other more 
workable safeguard against potential avoidance be substituted. 

If that is not done, we recommend the following minimum changes: 

(1) Amend section 666 (a) to provide a 2-year rather than a 5-year throwback. 

(2) The throwback provisions should not be injected into the normal admin- 
istration of trusts, but should be applied only to the extent necessary to prevent 
tax avoidance. We recommend the following amendments to carry out that 
principle: 

(a) The throwback provisions should be applied only if the tax payable by 
the beneficiary would exceed substantially that paid by the trust. Accordingly, 
section 665 (b) should be amended so that the throwback will not be applied 
for any year unless the accumulation distribution exceeds $5,000. 

(b) Section 665 (b) (2) should be amended so that the throwback provi- 
sions will be inapplicable in cases where distributions are made to meet needs 
of the beneficiary which either did not exist during the years in which accumu- 
lation occurred or were met from other sources which are no longer available 
in the year of distribution. The present limitation to emergency needs of the 
beneficiary is entirely too restrictive. For example, if a beneficiary became 
permanently disabled as a result of an accident, his needs would be emergency 
needs for the period immediately following the accident. However, such situa- 
tion could not continue to be an emergency for the next 5 years. 

(c) The throwback provisions should be made inapplicable where the income 
accumulated in prior years is distributed or becomes distributable to another 
beneficiary upon the death of the beneficiary from whom it was withheld. 

(d@) The throwback provisions should be made inapplicable where the income 
accumulated in a prior year or years is distributed or becomes distributable upon 
the expiration of the maximum period for accumulation which is permissible 
under the law applicable to the trust. 

(e) The throwback provisions should be made inapplicable if the income 
was accumulated in a prior year due to a bona fide dispute or doubt as to whether 
it constituted income or principal for trust accounting purposes or as to the 
beneficiary entitled thereto. 

(f) Section 665 (b) (4) should be liberalized. A transfer of any amount to 
the trust (no matter how nominal) by anyone within 9 years of final distribu- 
tion of the trust will result in the loss of the exemption. Unless the additions 
within the 9-year period constitute at least 35 percent of the trust corpus 
the exemption should not be lost. In order to avoid complex calculations, such 
percentage should be computed by taking as the numerator of the fraction 
the value of all transfers made within the 9-year period (each transfer being 
valued as of the date it was made), and as the denominator the value of the 
corpus at the date of termination. 

(g) Eliminate from section 665 (b) (3) (C) the phrase “as of January 1, 
1954,” so that the exception will apply to trusts created after that date. As 
a minimum amendment along these lines, the exception provided by that section 
should be made applicable to any trust created under a will executed before 
January 1, 1954, and not republished, by codicil or otherwise, after that date. 

(h) We disagree with the suggestion which has been made in some quarters 
that the throwback rule should be applied to estates. Since estates normally 
remain in existence for only a comparatively short period, the problem of tax 
avoidance is not present to any great degree. Since the function of the throw- 
back should be to block major avoidance, it obviously should not be extended 
to estates. : 

13. Nonresident aliens not engaged in business.—The exclusion from the tax- 
able gross estate of a nonresident alien with respect to bank deposits (sec. 
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2105 (b)), United States bonds issued before 1941 (sec. 2106 (c)) and transfers of 
intangible property by nonresident aliens (sec. 2501 (a)) are conditioned upon 
the alien not being engaged in business in the United States. The rule of section 
871 (c) as to what constitutes engaging in trade or business within the United 
States would appear to be applicable for gift and estate tax purposes. (See 
G. C. M. 17014, X V-2, C. B. 317.) However, it would seem desirable to add a 
clarifying amendment to that effect. 

14. Gift tar—trust for a minor.—Section 2503 (c) permits a trust to be created 
for a minor which will permit the entire value of the gift to be treated as a 
present interest in property so as to qualify for the gift tax exclusion. However, 
in order to thus qualify it is necessary that the trust be distributable to the minor 
if he attains his majority. It is recommended that the statute be amended so that 
the trust will qualify if the minor is given a general power to appoint the 
property (including the power to withdraw) by deed or will if he attains the age 
of 21. This will give the minor the equivalent of ownership, but avoids the 
necessity of creating another trust, if as is often the case, the minor desires to 
continue the property in trust. 

15. Tawrability of beneficiary receiving income in discretion of trustee.—Section 
662 (a) should be amended so that a beneficiary receiving income in the discretion 
of the trustee should be taxable in the same manner as a beneficiary to whom 
income is currently distributable. 

The present treatment of the discretionary beneficiary as a second-tier dis- 
tributee under section 662 (a) (2) results in his benefiting first from the 
application of principal expenses against distributable net income. Thus, A who 
receives income in the discretion of the trustee in the same amount as B to whom 
the income is currently distributable may be taxable on an amount less than B’s 
taxable share. It seems only fair that both should be taxable on the same 
amount. It is proposed, therefore, that the discretionary distributee should be 
taxable on a portion of the distributable net income to the extent that he actually 
received income of the trust. 

16. Payment of defaulted interest or cumulative preferred dividend arrears 
in 1 taxable year—A taxpayer sometimes receives substantial amounts repre- 
senting arrears of interest on securities covering a considerable period of time 
or amounts representing cumulative preferred stock dividends covering a con- 
siderable period of time. To the extent such arrears relate to a period of 36 
months or more, the principle set forth in section 1301 (c) should be applied to 
the computation of the tax attributable to such income. 

17. Distributions in redemption of stock—attribution rules.—For the purpose 
of determining stock ownership in redemptions under section 302 (b), the attribu- 
tion rules of section 318 (a) (1) (the family rules) and of section 318 (a) (2) 
(partnerships, estates, trusts, and corporations) apply. However, in section 
302 (b) (3) redemptions (the termination of a stockholder’s interest) the family 
attribution rules are made inapplicable by section 302 (c) (2) under certain 
restricted circumstances. We recommend that section 302 (c) (2) be amended 
to provide that the attribution rules under section 318 (a) (2) with respect to 
partnerships, estates, trusts, and corporations be made inapplicable with respect 
to section 302 (b) (3) redemptions if the aggregate constructive ownership under 
that section is not in excess of 5 percent of the stock outstanding. For example, 
a taxpayer should not be barred from capital gain treatment with respect to the 
redemption of shares owned by him outright, if the actuarial value of his income 
interest in the corporation’s stock held by the trust is less than 5 percent. 

The attribution rules of section 318 (a) (2) also work very harshly in situa- 
tions which otherwise would fall within the rules of section 302 (b) (3). For 
example, an individual who owned half of the outstanding stock of a corporation 
eould have it redeemed immediately prior to his death despite the fact that 
his wife, his children, grandchildren, and parents owned the balance of the 
stock. However, if A dies and any of the close family relatives mentioned above 
are beneficiaries of his estate, their interest will be constructively attributed to 
the executor so that section 302 (b) (3) may no longer be utilized. We recom- 
mend that section 302 (c) be amended by adding a new subparagraph (3) to 
allow an executor to have stock received from the decedent redeemed within 5 
years after the decendent’s death with the same rights under section 302 (b) as 
if the stock had been redeemed immediately prior to the decendent’s death; 
any stock, the ownership of which was deemed to have been in the decedent as 
of his death under sections 671-678, also should be redeemable under the same 
attribution rules as would have applied if such redemption had occurred imme- 
diately before the decedent’s death. The 5-year period is designed to allow 
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for any delay in redemption due to controversy or litigation which may arise 
with respect thereto. 

Section 318 (a) (2) also works very harshly in situations where a fiduciary 
is not permitted to hold stock because of the restrictions imposed upon him by 
the governing instrument or applicable local law. For example, assume a father 
owned two-thirds of the outstanding capital stock of a corporation and the 
balance was held in trust to pay the income to his wife for life with remainder 
to his child. Upon the death of the father, his shares are bequeathed to the wife 
and minor child. Under the applicable State law, the guardian for the minor 
is not permitted to hold investments in common stock. Since the minor’s stock- 
holdings are a minority interest in a closely held corporation, a redemption 
represents the only feasible method for the guardian to dispose of the stock. 
However, such a redemption cannot be brought under sections 302 (b) (2) or (3). 

A similar hardship occurs in a case where a person who owns stock outright 
and is deemed to own other stock through the application of section 318 (a) (2) 
becomes incompetent. If the incompetent’s guardian is not permitted to retain 
the stock because of the restrictions of local law, it is impossible to have the 
stock redeemed in a transaction which will qualify under section 302 (b) (2) 
or (3). Accordingly, we recommend that section 302 (c) be amended by adding 
a new subparagraph (4) to provide that in the case of a distribution described 
in section 302 (b), section 318 (a) (1) and (2) shall not apply to redemptions 
from a fiduciary who because of restrictions in the governing instrument or 
applicable law is not permitted to continue to hold the stock so redeemed. 

18. Technical defects in section 6824—special liens as to estate and gift tawes.— 
(a) Presumably it was intended that the coverage of sections 63824 (a) (2) 
and 6324 (b) should be the same. However, that is not clear since subsection 
(b) refers to after-acquired property, while subsection (a) does not. It is 
questionable whether Glass City Bank of Jeanette v. U. S. (826 U. 8. 265) resolves 
this ambiguity. 

(6) Both sections 6324 (a) (2) and 6324 (b) provide that a lien which has 
attached to the consideration received upon a sale of the property to which 
the lien originally attached, may in turn be shifted to the consideration received 
upon a sale of the consideration first received. However, section 6324 (a) (3) 
shifts the lien only to the consideration received upon a sale of the property 
to which the lien first attached and does not free such consideration from the 
lien if it is in turn sold for a full consideration. 

(c) Section 6824 (a) (2) provides for the divestment of the lien where a 
sale is made not only by the original transferee, but by a transferee of a trans- 
feree. Section 6324 (b), however, provides for divestment of the lien only where 
the sale is made by the donee or a transferee of the donee and thus does not 
extend to sales by a transferee of a transferee. 

(@) Section 6324 (a) (2) and (b) provide for the divestment of the lien 
upon a bona fide sale for a full and adequate consideration. Section 6324 
(a) (8) provides that under such circumstances the property not only is not 
subject to the lien, but is free of “any claim or demand” for the deficiency. Is 
it necessary that this broader provision be extended to section 6324 (a) (2) 
and (b)? 

(e) Section 6324 (a) and (b) divests the lien in the case of property sold 
to a bona fide purchaser, ete., for a full and adequate consideration in money 
or money’s worth. Such rule appears to apply to all property, including securi- 
ties, irrespective of whether the purchaser had notice or knowledge of the 
lien. However, section 6324 (c) divests the lien as to securities only if there 
was an adequate consideration in money or money’s worth and there was no 
notice or knowledge. Section 6324 (c) thus imposes a stricter rule (in an area 
where greater liberality is needed) as to securities than is applicable to property 
in general. Section 6324 (c) thus not only is unnecessary, but presents the 
danger that it may be distorted to produce a stricter rule as to securities. 

19. Basis of property acquired from a decedent—depreciation.—Under section 
1014 (b) (9), property includible in a decedent’s taxable gross estate for estate- 
tax purposes acquires a new basis on death equal to the value at which it is 
includible in the gross estate. If the property was acquired by the taxpayer 
before the death of the decedent the estate-tax value is to be reduced by the 
depreciation allowed to the taxpayer prior to the decedent’s death in order to 
determine the new basis. Since any depreciation sustained up to the date of 
death is reflected in the value at the date of death, it is submitted that no 
adjustment should be required for such depreciation. 
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20. Reserve method of accounting for bad debts—recoveries.—Section 111 of 
the code should be amended to exclude from taxable ineome a recovery on a debt 
properly charged to a reserve for bad debts during a prior year, if the bad debt 
on which the recovery is made had not reduced the tax payable by the taxpayer. 
Since a recovery reduces the amount of the addition to the reserve (which is 
allowed as an income tax deduction) the tax clearly is increased unless the 
recovery is not taken into account. The Internal Revenue Service has persisted 
in its position’ that such a recovery is not an item which is exempt under sec- 
tion 111, despite the fact that it litigated and lost cases involving essentially 
the same question under section 711 (a) (1) (E) of the World War II excess 
profits tax law’ and eventually amended section 35.711 (a)-2 of regulations 112 
to recognize that such recoveries should not be given effect in computing excess 
profits tax net income. 


RECOMMENDATIONS WITH RBESPECT TO CERTAIN MATTERS RAISED BY THE MILLS 
SUBCOMMITTEE 


1. Improvements on property subject to renewable leases.—It has been sug- 
gested that the amortization period for improvements made by astenant on 
leased property should be the lesser of the useful life of the improvements or 
the term of the lease, including any terms as to which the tenant has the power 
to renew. It also has been suggested that the improvements made by lessees who 
are related to, or are under common control with the lessor, should be amortized 
over the useful life of the property. 

It was further suggested that these changes should be made applicable to 
deductions taken after December 31, 1956. 

The present law that the tenant is entitled to amortize the cost of improve 
ments made to leased property over the first term of the lease has been well 
settled for many years and heretofore has not been widely regarded as a loop- 
hole. The suggested changes can radically affect the tax liability of lessees 
and thus may upset the financial calculations made in reliance upon the present 
law at the time the decision was made to go forward with the erection of im- 
provements on the leased property. Such leasehold improvements frequently 
are financed by leasehold mortgages which must be paid off over the first term 
of the lease. The suggested changes will clearly impair the lessee’s ability to 
meet his financial commitments and will have the effect of at least partially 
destroying the creditor’s security. If these proposals are to be enacted into 
law, it is strongly recommended that they be made inapplicable to situations 
where lessees already have made improvements, or have made commitments to 
erect improvements, on leased property. 

It seems obvious that the adoption of the suggested rule for the future will 
have a depressing effect upon the construction industry, since it will be more 
difficult for lessees to finance the improvements they propose to make. Since 
most important improvements to leased premises will be made by corporate 
tenants which are subject to a flat rate of tax, the only gain which results to 
the Treasury from the proposal is an increase in tax collections in the early 
years of the lease which, however, will be offset by a corresponding decrease in 
collections in the renewal terms of the lease. Accordingly, no real revenue gain 
is involved. The benefits of greater tax collections during the early years of 
the lease must be carefully weighed against the decline in economic activity in 
the construction business and related lines which adoption of this proposal 
inevitably will cause. It is our judgment that the supposed tax advantage is 
not sufficient to outweigh such adverse economic repercussions and we recommend 
that the law not be changed in this respect. 

2. Investments of employees trusts—Unsecured debentures and notes.—Sec- 
tion 5083 (c) (1) of the code has been construed by the Treasury as an absolute 
prohibition against an employee’s trust holding unsecured debentures or notes 
of the employer. Prior to 1954 it was regarded as appropriate for such a trust to 
told unsecured obligations of the employer, if under all the circumstances they 
were considered safe investments. Moreover, the present law permits such a 
trust to hold investments in the employer’s stock, which are, of course, junior 
to debentures or notes, whether secured or unsecured. The restriction of present 
law is believed to be too severe and it is recommended that it be removed 


2§ 1.111-1 (a) (1) of proposed regulations. 
2 Johnaon Lumber Co., 3 TC 1160, Acq. 
toyd-Richardaon Co., 5 TC 695, Acq. 
Zellerbach Paper Co., 8 TC 511, Acq. 
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3. Premium payment test as to life-insurance policies.—The includibility of 
life insurance proceeds in a decedent’s estate should not depend upon whether 
the premiums were paid by the decedent. The premium payment test rarely will 
eatch the assured who has a substantial estate, since any person to whom he 
assigns the insurance is likely to have enough assets to pay the premiums. On 
the other hand, the assignee of a less solvent assured probably will be unable 
to pay the premiums so that the assured must pay them if the insurance is to be 
continued in force. Thus the premium test will not apply with evenhanded equal- 
ity, but generally will apply in inverse ratio to the assured’s economic worth. Un- 
der present law, a decedent is not taxed upon insurance on his life if he has no 
incidents of ownership therein. Thus insurance is treated like any other property 
which the decedent has transferred to another. We recommend that no change 
be made in the present law. 

4. Depreciation on heavily mortgaged property.—The proposed rule set out in 
item 12 of the Mills subcommittee report may cause considerable uncertainty 
unless it is made applicable only where the mortgage is so much in excess of the 
value of the property that there can be no room for dispute between competent 
appraiserg that there is such an excess. Otherwise a purchaser may have to 
engage in a valuation fight in order to support his claim for depreciation. 


MEMORANDUM SUBMITTED BY THE NEw YORK COMMUNITY TRUST RE CHARITABLE 
CONTRIBUTIONS—SECTION 170 (b) (1) (A) OF THE INTERNAL REVENUE CODE 
oF 1954 

INTRODUCTION 


The Congress has for many years recognized that, as a matter of continuing 
public policy, donors should be accorded certain tax benefits on account of their 
contributions to charitable and eleemosynary purposes and organizations. In a 
degree unknown elsewhere or heretofore, the United States may boast of notable 
support of charitable organizations from private sources. It becomes increas- 
ingly urgent to encourage and stimulate such aid as the need of funds for health, 
education, research, and other purposes becomes enormously and critically 
enlarged. 

The revision of the Federal income-tax laws in 1954 by H. R. 8300 (the Internal 
Revenue Code of 1954) affirmed the national importance of charitable gifts by 
individuals and, generally speaking, expanded the tax benefits arising from 
gifts to churches, recognized educational organizations, and hospitals. Since 
1954 additional tax benefits have been granted to individuals for gifts to medical 
research organizations. 

This memorandum is designed to call the attention of the Subcommittee on 
Internal Revenue Taxation of the Committee on Ways and Means of the House 
of Representatives to an inequitable discrimination resulting from the failure of 
the 1954 Code to extend commensurately additional tax benefits to gifts made to 
and throughycommunity trusts when the donors of such gifts nominate churches, 
schools, and hospitals as beneficiaries and when such gifts are in fact paid to 
such beneficiaries by such community trusts. 


SECTION 170 (B) (1) (A), INTERNAL REVENUE CODE OF 1954 


Prior to the enactment of the Internal Revenue Code of 1954, individuals were 
permitted to deduct charitable contributions not in excess of 20 percent of 
adjusted gross income. Section 170 (b) (1) (A) of the Internal Revenue Code 
of 1954 provided an additional deduction, not to exceed 10 percent of adjusted 
gross income, for contributions to a church or a convention or association of 
churches, an educational organization, or a hospital. Qualified educational 
organizations and hospitals are defined in sections 503 (b) (2) and 503 (b) (5). 
In 1956, the Congress, by Public Law 1022, 84th Congress, 2d session, broadened 
section 170 (b) (1) (A) to include gifts to certain medical research organizations. 

The Internal Revenue Service in its proposed regulations interprets the In- 
ternal Revenue Code of 1954 to mean that a contribution made to a community 
trust, community chest, or other organization referred to in section 170 (c), 
which, in turn, makes the contribution available to a church, school, or hospital, 
will not qualify under the 10-percent limitation. Thus, under the 1954 Code, a 
donation through a community trust does not qualify for the additional 10- 
percent allowance even though (1) specific churches, schools, or hospitals are 
nominated by the donor as recipients, and (2) payment to such designated 
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recipients is effected by the community trust within the year of the gift. This 
interpretation imposes a hardship on individuals who select their local com- 
munity trust as a vehicle for distributing their charitable contributions. 


THE NATURE OF COMMUNITY TRUSTS 


Individual donors of charitable gifts have come to recognize, over the years, 
that social benefits and efficiencies are obtainable from making philanthropic 
contributions through established and responsible agencies whose function is 
the effective management, disbursement, and followup of such charitable funds. 
Community trusts have developed in the United States as recognized mechanisms 
for the administration and consummation of the charitable purposes of 
individuals. 

Community trusts have been established and are operative in more than 80 
localities of widely varying sizes located in 28 States. Their aggregate resources 
have grown as follows: $12 million in 1925; ‘$40,818,000 in 1935; $67,041,000 in 
1945; $141,276,000 in 1955; and $158,573,803 at the beginning of this year. 
Though they were affectionately termed “poor men’s foundations” by the late 
Frederick P. Keppel, president of the Carnegie Corp., they are currently man- 
aging more than 1,300 funds, averaging slightly over $120,000 and the develop- 
ment of these organizations in number and size has been continuous and impres- 
sive. The New York Community Trust is comprised of 115 funds having a 
market value of approximately $27,729,942 and has disbursed appreciably over 
$16 million. Distributions were made last year to 448 agencies in 108 cities in 
30 States and 5 foreign countries. 

A community trust, allowing for local variations, usually has the following 
characteristics: (1) it consists not of 1 fund but of many; (2) its founders may 
be as numerous as its funds (or much more so when many persons contribute 
to 1 fund); (3) the fiscal administration of the funds held is decentralized 
among various corporate trustees, the trustee of each fund being selected by the 
founder thereof; (4) a founder may limit disbursements to income or may direct 
that principal also be expended at any rate of speed he indicates; (5) the 
philanthropic allocation of all funds is supervised by a central distribution com- 
mittee designated, as to a minority, by the associated trustee-banks and, as to a 
majority, by holders of positions of public trust—namely, in the case of the 
New York Community Trust, by the senior judge of the United States Court of 
Appeals, the mayor of New York and the presidents of the association of the bar, 
academy of medicine, chamber of commerce, and Brooklyn Institute of Arts 
and Sciences; and (6) the founder of any fund dedicates it, permissively, to any 
specific charitable purpose or agency and, necessarily, to broader and basic 
charitable uses, with instructions to the distribution committee to carry out the 
more detailed application as long as practicable but to exercise remedial discre- 
tion, in the unlikely event that literal adherence to an originally expressed pur- 
pose becomes impossible or unfeasible in unforeseen future conditions. 

Following is the procedure by which a unit fund in the New York Community 
Trust is created: A founder (1) chooses any eligible bank or trust company as 
the trustee of his contemplated fund; (2) entrusts the fund by will or deed of 
trust to that trustee-bank for administration under the terms of a published and 
officially recorded resolution and declaration of trust; (3) gives the fund a name, 
instructs the trustee regarding investment policy, indicates whether the fund 
should be permanent or not and whether income only, or income and principal, 
shall be expended; (4) nominates (in supplementation of the fundamental 
charitable objectives to which all funds are dedicated) the specific institutions 
or uses he wishes to benefit; and (5) divides the administrative responsibility 
so as to leave custodial and investment duties to the trustee and disbursement 
tasks to the distribution committee—with authorization to the latter to exercise 
corrective discretion if unforeseen future conditions should so require. 

A community trust ordinarily declines to accept a rigid and mandatory direc- 
tion to pay, and continue paying, to a particular organization without provision 
for future review and appraisal. It does accept a donor’s specific expressions 
of desire when these are coupled with a grant of discretionary authority suffi- 
cient to prevent a possible future miscarriage of funds. In actual practice this 
discretion is exercised with the most extreme rarity. In any event, this aspect 
has no relevancy in connection with the amendment herein proposed, which 
relates solely to instances in which (1) the donor has specifically nominated the 
ultimate beneficiary institutions and (2) actual payment has been made thereto 


in the taxable year of the grantor during which the gift to the community trust 
is made. 
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The descriptive references in this memorandum are taken from the operations 
and organization of the New York Community Trust and the representations 
herein are presented solely on its behalf. While there are local variations in 
the procedures of community trusts, there is an underlying similarity among the 
generality of them. 

The concrete citation of the workings of a single fund will be informative to 
the subeommittee. The founder concerned makes contributions into his fund, 
usually at annual intervals. ‘These donations are irrevocable and can in no 
event be employed for other than publie charitable uses. Payments from this 
fund are subsequently made in varying amounts to a diverse list of charitable 
agencies. These payments are in accord with the expressed desires of the 
founder. They are authorized by the distribution committee and disbursed by 
the trustee. In the last calendar year the payments from the fund included: 


New York League for the Hard of Hearing........................-._.. $25 
National Foundation for Infantile Paralysis___._c.-__..._.....---..------ 100 
Federation of Jewish Philanthropies of New York__.------------_------- 4, 000 
Ameriean National Red Cross, New York Chapter__._._-_____-_---__------ 250 
American, ae Crane, BDORRs Di, dias) ark tersndiiene<sieet ee desne 250 
SIRO (SIN is, isk nmin itignthcedtinbhae tak Mattie ~niinn hbk taping tpi 25 
(alien BAe GOO R ES aiasd soscshtahie Leicetaebcmes- 1b teeta een crsiptialt % 25 
Boy Scouts of America, Greater New York Councils___-__--_--__-_---__- 50 
United: Neswre (s0ceie I a Cie ts hsp ktinanépadcien te ~ebiwe< 25 
American Cancer Society, New York Committee____.____--____________ 500 
SS Be a RE EN REE eee ce eee 5, 200 
Monmouth Memorial Hospital Association, Long Branch, N. Y.2~--.--__- 25 
Cornall- Tin imcrel ta SURO R Wieck seth t thst resin ainthindterdger abit ago Qeabinna 10, 000 
TOON EA sAL RCN oor s eed eendelincinceek ni cy acs aphetdieiig sath nahepeeseee 5, 000 
Memorial Center for Cancer & Allied Diseases *_..___--____-_-_________ 5, 000 
WOW, (LOrk. AAOCRTION. SOP Cie: BE ck nthe centeesey atnennens ainwernse 1, 000 
NaS ia caine tak et Ce 2, 000 
Greater Hartford Community Chest, Hartford, Conn____________________ 1, 000 
Girl Scout Council, Westbury, Long Island_.___.___-~-_.._.._--_____-__ 2h 
New York League for the Hard of Hearing._-..............--...-..._-- 50 
Girt Sennt Conmell Of Grester NO YOR scsi piers arriement TH 
DOILaS Fant AG Ce I cree aise ete penadivan ges 300 
ee Oe Ce Sica cneeh canbe nhc Aber ehi dss todos sed ob Sl 25 
30y Scouts of America, Nassau County Council_____---_-_______-_______ 100 
Muscular Dystrophy Association of America__......_..-....__________ 500 
U. S. Naval Hospital, St. Albans, Long Island *_----....____--___________ 100 
ee ee | int kandi eames tele 25 
New York University-Bellevue Medical Center *_-..--_-_-_-_-_-__-_-_ 250) 


1 Believed to be such organizations as are referred to in sec. 170 (b) (1) (A), Internal 
Revenue Code of 1954, relating to additional deduction not exceeding 10 percent of adjusted 
gross income. 

The publie nature of the community trust brings about the distribution and 
application of charitable gifts in a way conforming to the desires of individual 
founders and at the same time in a manner consistent with the needs of the social! 
community as a whole. Because community trusts now occupy such a distinctive 
and serviceable position as vehicles for charitable giving, donors of gifts actuall; 
paid through such trusts to qualifying churches, educational organizations, hos- 
pitals, and medical research agencies nominated by such donors should be entitled 
to the same tax treatment accorded donors of direct gifts to such organizations. 


THE INEQUITY OF DENYING THE ADDITIONAL 10-PERCENT DEDUCTION TO DONORS OF 
GIFTS ACTUALLY PAID THROUGH COMMUNITY TRUSTS TO QUALIFYING CHURCHES, 
HOSPITALS, AND EDUCATIONAL INSTITUTIONS NOMINATED BY INDIVIDUAL DONORS 


Where an individual transfers property to a community trust and nominates a 
qualifying church, school, or hospital as the beneficiary and payment is actually 
made to the beneficiary so nominated, it is unjust to deny the extra 10 percent 
deduction to the grantor. This is so since the donor of a direct gift to such a 
qualifying beneficiary is currently eligible to receive the 10 percent additiona! 
deduction. The present law results in discriminatory hardship to grantors who 
select this recognized means of making charitable gifts through a community 
trust, to and for the same qualified recipients now mentioned in the law. The 
denial of the additional 10 percent deductions has a tendency to discourage 
charitable gifts which the Congress has otherwise recognized should be fostered. 
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This situation could be rectified by clarifying section 170 (b) (1) (A) of the 
Internal Revenue Code of 1954. An amendment of substantially the following 
character would eliminate the current discrimination against gifts made and 
paid, through community trusts, to nominated and qualifying churches, hospitals, 
and educational institutions: 

“Sec. —. Section 170 (b) (1) (A) (relating to the additional 10-percent de- 
duction for charitable contributions) is amended to read as follows: 

“*(b) LimIraTions— 

“¢*(1) Individuals—In the case of an individual the deduction provided in 
subsection (a) shall be limited as provided in subparagraphs (A), (B), (C), 
and (D). 

“*¢(A) Special Rule—Any charitable contribution to— 

“*(i) a church or a convention or association of churches, 
“*¢(ii) an educational organization referred to in section 503 (b) (2), 
“*(iii) a hospital referred to in section 503 (b) (5) or to a medical re- 
search organization (referred to in section 508 (b) (5)) directly engaged 
in the continuous active conduct of medical research in conjunction with a 
hospital, if during the calendar year in which the contribution is made such 
organization is committed to spend such contributions for such research 
before January 1 of the fifth calendar year which begins after the date such 
contribution is made, or 
“*(iv) a community trust exempt under section 501 (c) (3), if the con- 
tribution is irrevocable and if the donor nominates as the recipient of the 
contribution one or more of the organizations described in subparagraphs 
(i), (ii), and (iii) of section 170 (b) (1) (A), to the extent that such con- 
tribution is actually paid to and received by one or more of such organiza- 
tions in the taxable year of the grantor during which the gift to the com- 
munity trust was made, 
shall be allowed to the extent that the aggregate of such contributions does not 
exceed 10 percent of the taxpayer’s adjusted gross income computed without 
regard to any net operating loss carryback to the taxable year under section 
iia, 

Respectfully submitted. 

THE NEw YorK CoMMUNITY TRUST, 
By RartpH Hayes, Director. 


: Ralph Hayes, Director. 
NOVEMBER 23, 1956. 


CONTROLLERS INSTITUTE OF AMERICA, 
New York, N. Y., November 29, 1956. 
Hon. Witsur D. MILs, 
Chairman, Subcommittee on Internal Revenue Tasration, 
Committee on Ways and Means, 
United States House of Representatives, Washington, D. C. 


DrAar Mr. Mitts: We regret we did not have sufficient time to prepare for oral 
testimony at the scheduled hearings on the list of substantive unintended bene- 
fits and hardships and additional problems for the technical amendments bill 
of 1957. 

We have an interest in all of the items contained in the list and the supple- 
ment submitted by the Special Assistant to the Secretary of the Treasury and 
the Chief of Staff of the Joint Committee on Internal Revenue Taxation. Lack 
of time has caused us to limit the recommendations of the National Committee 
on Federation Taxation of the Controllers Institute of America to three items 
which we request be included in the record. These items cover: 

1. Improvements on property subject to renewable leases (item No. 8). 

2. “Prohibited transactions” of exempt organizations (item No. 28). 

8. Sections 452 and 462 (on supplemental list). 

Our recommendations concerning these three items follow: 


IMPROVEMENTS ON PROPERTY SUBJECT TO RENEWABLE LEASES 


One of the unintended benefits listed is the ability to shorten the period for 
writing off the cost of property, where it consists of a leasehold improvement and 
the life of the lease is shorter than the useful life of the property. It is stated 
that this result can generally be obtained even if the lease is renewable at the 
option of the lessee and the added rental period will extend beyond the useful 
life of the improvement. 








412 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


Such a result is at variance with the proposed regulations under section 162 
which provide that where the facts in a particular case show with reasonable 
certainty that the lease will be renewed, the cost of improvements shall be re- 
covered over the longer period of the useful life. If there is no reasonable cer- 
tainty of renewal and the rental period is less than the useful life of the improve 
ments, the cost is recoverable over the term of the lease. This may, in some cases, 
be less advantageous than the depreciation deductions. The writeoff over the 
lease term is treated as amortization so that accelerated depreciation deductions 
are not available. In the ese of a lease for an extended period, the result in the 
early years might be lower deductions for amortization than would be allowed if 
the depreciation provisions were applicable. 

Where the lessor and lessee are unrelated and not subject to common control 
the present rule as stated in the proposed regulations seems to provide the cor- 
rect result. If there is no reasonable certainty that the lease will be renewed, it 
would distort income to allow only a partial writeoff during the term and treat 
the unrecovered balance as an abandonment loss at the end of the period upon 
failure to renew for a further period. 


“PROHIBITED TRANSACTIONS” OF EXEMPT ORGANIZATIONS 


We agree with the staff suggestion that the subcommittee give consideration to 
the problem of loans by pension trusts in view of the difficulties which have arisen 
because of the present requirement that loans to the grantor cannot be made 
without the receipt of adequate security. 

The provision which now appears as section 503 (c) (1) defining as a pro- 
hibited transaction lending by a trust of any part of its income or corpus, with- 
out the receipt of adequate security, appeared first in the Internal Revenue Code 
in 1950 as section 3813 (b) (1) of the 1939 Code. It was particularly applicable 
to section 101 (6) organizations usually formed by individuals wherein there was 
thought to be an abuse in that the individuals sometimes used the funds which 
they had put in the trust as their own without paying a reasonable rate of interest 
therefor, or without adequately securing a return of the moneys borrowed. In 
the Revenue Act of 1954 this provision, along with other provisions relating to 
prohibited transactions was made applicable to pension trusts for investments 
after March 16, 1954, without seemingly giving consideration to the fact that this 
particular problem had not caused any trouble for pension trusts. From the time 
the initial provision requiring adequate security was put into the law in 1950 
until the proposed regulations were issued early in 1956, no attempt had ever 
been made to define the term “adequate security.” Many people thought that 
“adequate security” certainly could not require collateral because as a pension 
trust can invest in common stocks, obviously it should be able to invest in the 
bonds of the same corporation. There was much dispute as to the meaning of the 
phrase “adequate security” and it was plain that the dispute existed within the 
Internal Revenue Service and the Treasury Department because, as above noted, 
regulations had never been issued defining what was meant by the term. 

The proposed regulations stated that adequate security required collateral. 
On November 8, 1956, the Internal Revenue Service issued TIR-27 saying that 
final regulations would follow the proposed regulations on this matter, and that 
all unsecured loans must be disposed of by January 31, 1957. 

At the time section 503 (c) (1) became applicable to pension trusts, many 
pension trusts had many millions of dollars on loan to donors and such loans, 
although they might be bonds covered by mortgages, were not covered by 200 
percent as required by the most recent definitions of “adequate security” (Rev. 
Proc. 56-33 (1956 I. R. B. 42, p. 94)). Also, many of these loans had been 
approved in letter rulings from the Internal Revenue Service holding that such 
loans would not affect the tax-exempt status of the trust. 

This leads to the question, What should have been the considerations respect- 
ing this provision, or What should be the considerations were the question still 
open, and it was decided that there should be some legislative enactment covering 
the borrowing of pension trust funds by the donor. There is no magic in the 
word “security.” It would seem as if an assurance that the money would be 
repaid should be the prime consideration rather than that the loan should be 
hacked by collateral. Obviously, the worth of collateral depends upon the ability 
of the physical assets to earn money. Physical assets alone cannot earn money 
unless they are connected with other physical assets that will turn out a salable 
asset that will earn a profit. Therefore, it would seem as if the prime requisite 
should be that the debts should be secured by the earning power of physical assets 
rather than by collateral security. Perhaps at this point someone would say, 
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“but pension trusts are to be for the exclusive benefit of employees or their 
beneficiaries, in accordance with the requirement of section 401 (a) of the 1954 
Code.” But it is obvious that the operation of a pension trust may benefit others 
than the employees. It benefits, for instance, the trustee and his employees after 
the trust has paid a fee. It benefits anyone to whom it lends money, whether it 
be employer or not. Thus, an employer who might be benefited by a loan is no 
different from anyone else who is a borrower and is benefited by a loan. 

For prospective consideration it would seem only equitable that the ordinary 
rule with respect to testamentary and other trusts should be applied. That is, 
that securities which do not fall within statutory limits, such as those aplicable to 
trust funds, should not have to be liquidated at a loss. For the last 2 years or 
more the bond market has been declining as interest rates have advanced. Thus, 
any pension trust is faced with a sizable loss if required to liquidate debt secu- 
rities at this time. They would be faced with a similar loss if they were re- 
quired to now dispose of United States Government securities. 

Perhaps there is even a substantial question as to whether Congress or the 

Internal Revenue Service should dictate investment policies for pension 
trusts. The way of the seer into the future is beset with difficulties. Statutory 
requirements and limitations tend to lose their relevance as investment con- 
ditions change. Would it not be better to require the trustee to use ordinary 
prudence? So far as anyone knows, the corporate management of investments 
in pension trusts has been peculiarly free of disaster and difficulty. 

It would seem as if in considering whether this particular legislation were 
desirable, a distinction might be made, as one test, between those securities 
which are quoted and actively traded on national security exchanges and those 
in which there is no readily ascertained market value. There is no need for 
collateral security where securities can be sold at any hour of the trading day. 

The retroactive application of section 503 (c) (1) to pension trusts is an 
act of serious moment to those pension trusts which have made investments in 
the past which are now outlawed. Having once been approved as sound loans, 
it seems completely unfair to now require the pension trusts to divest them- 
selves of such readily marketable securities at a substantial loss when no loss 
will be encountered if they are held to maturity. It may be claimed that such 
bonds can be sold and replaced by other securities at the same relative’ price, 
but this is not true where any substantial amount of money is involved because 
the sale will become known and will depress the market. 

Finally it should be asked whether this further limitation of the market for 
pension trust funds is in the best interest of employees. There can be no doubt 
of the fact that securities which qualify for pension trust investments at a 
good rate of return are not in too great supply. 

We recommend that the date for disposal of such unsecured loans between 
pension trust and donor be postponed until the Congress can adequately con- 
sider and hear testimony upon this serious problem along with other revenue 
legislation in 1957. 


SECTIONS 452 AND 462 


It is strongly urged that sections 452 and 462 of the Internal Revenue Code of 
1954, relating to prepaid income and estimated expenses, be reinstated with 
such safeguards as are necessary to prevent abuse and minimize the transitional 
revenue reduction. 

These sections were repealed last year primarily because of the breadth of scope 
section 462 which, it was feared, would lead to abuses, administrative diffi- 
culties, litigation, and excessive loss of revenue. The repeal of these sections, 
however, has resulted in substantial hardship and discrimination. 

In the first place, taxpayers receiving prepaid income in consideration of 
future services or incurring estimated expenses related to current income which 
are not recognized for tax purposes are, under present law, being required 
to pay tax on an imputed income which is greater than their actual income, 
with the result that they are actually paying a tax at a higher rate than tax- 
payers not so situated. Taxpayers who with Internal Revenue Service approval 
have been accruing vacation pay although the employees’ rights have not com- 
pletely vested may find themselves in the position, if section 462 is not re- 
enacted, of being required to forego any vacation pay deduction for 1 year. Tax- 
payers who have been reserving for estimated expenses on their books but have 
not been allowed to deduct them for tax purposes would, in the absence of re- 
enactment of section 462, be at a disadvantage as compared with those taxpayers 
who have successfully litigated their right to deduct estimated expenses as a 
matter of consistent practice. Taxpayers who have been required to report 
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prepaid income as received would, absent the reenactment of section 452, be at 
a disadvantage as compared with those taxpayers, principally publishers, who 
have been permitted to report prepaid income over the period to which it 
applied. 

These examples are illustrative of the hardship and discrimination which have 
resulted from the repeal of sections 452 and 462. To accomplish equal justice 
for all, the principles of these sections should be reinstated in modified form. 
The new legislation should include (1) Specification of the classes of prepaid 
income and estimated expenses to which the sections would apply, (2) authority 
for the taxpayer to elect with respect to one or more classes of prepaid income 
or estimated expenses without electing for all, and (3) a requirement that 
the taxpayer book the prepaid income or estimated expenses in accordance with 
his tax election. 

A bill (H. R. 10833) was introduced by Congressman Simpson this year which 
would reinstate sections 452 and 462 with the above safeguards. These and 
other features of H. R. 10833 would seem to represent proper modifications of the 
original sections 452 and 462. With respect to other of its provisions, however, 
we would like to suggest the following changes or clarifications: 

1. Service contract income should be added to the list of items with respect 
to which an election might be made under section 452. This type of income is 
similar to subscription income and membership dues of service organizations 
and is more properly handled under section 452 than under section 462 where 
the Simpson bill would place it. 

2. The intent of section 462 (f) (1) (A) should be clarified so that taxpayers 
having liabilities under product warranties will not be derived of a timely 
deduction therefor because of an interpretation that they represent “general 
undetermined contingencies” or “indefinite possible future losses.” 

3. The provision which would postpone until cessation of the taxpayer's exist- 
ence the deduction for expenditures incurred in the transition year applicable to 
previous years’ business should be eliminated. 

With regard to the last-named objection, taxpayers having estimated expenses 
have been overpaying their taxes under present law. Now that the soundness of 
reserving for these expenses is recognized, they should be permitted to recoup 
such overpayments as rapidly as the budgetary situation will permit. The safe- 
guards previously referred to should minimize the revenue loss. That remaining 
should, if thought to be sufficiently large, be spread over a 5-year period. 

With these changes, we think that enactment of H. R. 10833 should have a high 
priority on the agenda of the 85th Congress. 

Respectfully submitted. 

JOHN MACFARLAND, 
Chairman, National Committee on Federal Tazation. 


New York, N. Y., November 14, 1956. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 


Sm: In accordance with the notice accompanying the list of substantive 
unintended benefits and hardships and additional problems for the technical 
amendments bill of 1957 prepared by the staffs of the Joint Committee on Internal 
Revenue Taxation and the Treasury Department, the views of the writer are 
transmitted herewith, as suggested in said notice, in lieu of an appearance. 

The writer respectfully calls the committee’s attention to items 2, 5, 6, 7, 14, 
18, and 19. These points deal, in one form or another, with transactions in 
securities. It is to be noted that the suggested changes in law also contain 
recommendations that the changes be made retroactively effective to November 7, 
1956, the date the aforementioned list was transmitted to your committee. 

Without going to the substance of the suggested corrective action, it is respect- 
fully requested that careful consideration be given to its retroactive application. 
It goes without question that the investing public, as well as the securities 
brokers through whom they deal, often make decisions with respect to the pur- 
chase or sale of securities based upon what the income-tax impact may be. 
Intelligent evaluation of the income-tax consequences of transactions can only 
be made by an application of current law. 

The investing public and the attendant securities market often serve as a 
barometer of the faith that they have in our Government. They should not be 
placed in a position reflecting fear of retroactive changes in the law. Any such 
retroactive application may have a serious effect upon the faith that the investor 
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has in public financing, a traditional part of our national economy. This may 
conceivably result in a depressing action in the market, which could also affect 
securities holders by depressing market values. The writer believes that every 
investor is faced with enough problems in making investment decisions. He 
should not be forced to worry about a depressing effect upon the market brought 
about by changes in tax law, which may very well hurt the taxpayer who accumu- 
lates savings in marketable securities without any intended tax benefits. These 
are the investors who give life to the securities market. Their faith should not be 
undermined. 

Further, many taxpayers look to their professional advisers, attorneys, and 
accountants, for advice as to the tax aspects of transactions. It would be exceed- 
ingly difficult, if not impossible, to advise taxpayers because of the possibility 
of retroactive change. In addition, it could also result in the filing of income-tax 
returns on a basis subsequently determined to be incorrect. 

It is respectfully suggested that your committee not make any changes retro- 
actively, if it be determined that such changes appear desirable. 

In view of the unusually short period of time between the date of the announce- 
ment of the list referred to herein and the date set for hearings, it is requested 
that the views expressed herein be made a part of the record in lieu of appearing 
as a witness. It is further requested that the writer be afforded an opportunity 
to submit a detailed statement dealing with the substance of certain of the 
suggested changes. 

Respectfully submitted. 


GEORGE V. DELSON. 





STATEMENT OF THE AMERICAN COTTON MANUFACTURERS INSTITUTE IN RE LIST OF 
SUBSTANTIVE UNINTENDED BENEFITS AND HARDSHIPS AND ADDITIONAL PROBLEMS 
FOR THE TECHNICAL AMENDMENTS BILL oF 1957 


Hon. Wiisur D. MILLs, 
Chairman: 


On November 16, 1956, as chairman of the tax committee of ACMI, permission 
yas requested to submit in writing the position of our committee on several of 
the items involved in the hearings that occurred before you this past week. 
Because of the shortness of the hearings, our committee was not able to meet 
and prepare a statement for oral presentation. Therefore, we now submit a 
written statement on behalf of the American Cotton Manufacturers Institute. 

Our written statement is submitted herewith, and we ask your courtesy in 
the matter by way of having it included in the record of your tax hearings. 


PART I 


Section 8. Improvement on property subject to renewable leases 


We suggest that the present regulations which provide that renewal periods 
can be disregarded, should not be disturbed, at least when the taxpayer can show 
there is not a reasonable certainty of renewal and where the tenant is not related 
to the landlord. We oppose the suggestion in the first two paragraphs of section 
8 on the grounds that: 

1. As to leases entered into prior to November 7, 1956, the suggestion would 
eut across already established depreciation schedules forming an integral part of 
taxpayers’ budgets and rent schedules involving fixing of rents on the basis of a 
percentage of tenants’ profits; therefore forcing a tenant to pay unrealistic and 
high rent. In no event, therefore, should this suggestion be retroactive to leases 
entered into prior to November 7, 1956. 

2. Ultimately, such a change would not affect the Government’s tax revenue. 

3. Leases with renewal options, at rents subject to escalator clauses are com- 
mon and are good business for landlords and tenants alike. The suggestion in 
section 8 would tend to discourage this beneficial practice. 

4. Changes in tenants’ affairs, particularly with respect to small business, might 
indicate renewal of a lease to be unwise or even economically impossible. Treat- 
ing unrecovered cost of leaseholding improvements as an abandonment loss might 
well be worthless to the tenant and, moreover, the inability of the tenant to charge 
off special-purpose improvements during the life of his original term would distort 
his accounting and his operations and deprive him of cost recovery which might 
be vital to the survival of his business. 
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PART I! 


Section 27. Premium payment test on life-insurance policies 


Many men in our cotton textile industry through industry and thrift over many 
years have been able to make provision in the form of life-insurance policies for 
the needs of their families after death or after reaching an advanced age. To 
these men, information that a policy may be included in the decedent’s estate for 
Federal estate-tax purposes, even though the beneficiary is named irrevocably, 
comes as a surprise, and often as a shock. 

The 1954 Internal Revenue Code recognized that there was a great measure 
of unfairness in the then existing law and regulations, particularly as a result 
of the premium payment test; and the 1954 law justly and fairly provided that 
the proceeds of a life-insurance policy in which the decedent had no ownership 
rights would not be included in the estate for Federal estate-tax purposes even 
though the insured had paid the premiums. 

The Treasury Department now suggests “the inclusion in a decedent’s estate of 
the difference between the proceeds received upon death and the reserve at the 
time of death or possibly the cash surrender value at the time of death.” The 
Department further suggests that this revision should apply to the estates of 
decedents who die after the enactment of this suggestion of law. 

In our opinion, the Treasury Department’s position is neither logical nor just. 

Logically, the estate tax should be imposed only on property title to which 
passes by reason of the death of the owner. When the full ownership of a life- 
insurance policy is vested in a designated beneficiary, there is nothing left to 
shift from the decedent to the beneficiary. Such a tax would be a levy on the 
estate of the decedent based upon property wholly owned by a third person and, 
therefore, the levy should be regarded as invalid. This was so ruled by the 
Court of Appeals for the Seventh Circuit in the case of Kohl and Harvey v. United 
States (226 F. (2d) 381), decided in October 1955. 

The premium payment test would discriminate against life insurance when 
in fact our whole policy should be to encourage the wage earner or the producer 
of income to make full provision for his family in the event of his death; a thing 
which will happen to all of us and which only too often occurs in a man’s 
younger or middle years. The following illustration demonstrates the in- 
justice of the premium payment test. Assume that the insured makes three 
gifts to his wife at the same time. He gives her stock worth $10,000; he gives 
her a house with a $10,000 equity above existing mortgage; he gives her a life- 
insurance policy with a cash value of $10,000. Let us assume that during the 
succeeding 10 years, he gives her money with which to buy more shares of the 
same stock, to pay on the mortgage debt, and to pay premiums on the life-insurance 
policy. All of these gifts alike are subject to the gift tax law provisions. Let 
us further assume that, on the insured’s death 10 years after the original gifts, 
the stock is worth $25,000, the house (now free from the mortgage) is worth 
$25,000, and the insurance proceeds are $25,000. 

No effort would be made by the Government to levy an estate tax on the stock 
or the house, but under the premium payment test plan, it would place its 
heavy taxing hand upon the insurance proceeds even though the ownership and 
other proper factors exist alike in all three items. The decedent at his death 
and for a long time prior thereto had no ownership rights of any kind in any 
1 of the 3 types of property. 

It is submitted that the Treasury’s position in this matter is ambivalent. If 
the wife who possesses all incidents of ownership of a policy dies first, the value 
of the policy is included in her estate. On the other hand, if the husband dies 
first, the Treasury would tax part of the proceeds of the policy in his estate. 
The Treasury then would attempt to straddle both sides of the transaction even 
though such straddling is not permitted with respect to any of the other hereto- 
fore mentioned types of transfer of property rights from a husband to a wife. 

The proposal disregards long and well-established rules of property rights. 
We submit that the Treasury proposal should be rejected by this committee. 


PART IIT 


Adjustments required by changes in the method of accounting 


At page 14 of the above-mentioned report prepared by the staffs of the Joint 
Committee on Internal Revenue Taxation and the Treasury Department, sec- 
tion 481 of the Internal Revenue Code of 1954 is included among those provisions 
which purport to contain tax benefits unintended by the 83d Congress. The 
above staff report states that “the application of section 481 will result in both 
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hardships and benefits which were not intended at the time of the enactment of 
the 1954 Code” and proposes that appropriate amendments be enacted. It is 
respectfully submitted that not only were the tax consequences of section 481 
fully intended by Congress, but also the amendments to that section now sug- 
gested in the staff report of November 7, 1956, were considered and deliberately 
avoided by Congress in 1954. The inclusion of section 481 in this report in- 
correctly states the legislative intent of Congress underlying the adoption of 
the 1954 Code and imputes error to corrective legislation adopted by Congress 
after careful study in order to accomplish the very result which is now said to 
have been unintended. 

Prior to 1954, a taxpayer who changed from the cash basis to the accrual 
basis of accounting was required by the Commissioner to make certain transi- 
tional adjustments in order to prevent duplication of expenses and omission of 
income. In view of the amount of tax resulting from the “bunching” of income 
in the taxable year of change, these adjustments frequently involved extreme 
hardship. In section 481 of H. R. 8300, the House adopted an averaging device 
providing that the tax arising from substantial adjustments could not exceed the 
aggregate tax payable if the adjustments were spread over a period of 3 years. 
Items of expense and income entering into the computation of the adjustments 
were not limited to those arising subsequent to the enactment of the 1954 Code, 
but included items applicable to all prior years. For example, if a taxpayer’s 
accounts receivable increased from $10,000 in 1934 to $100,000 in 1954, the ad- 
justment would include the entire amount of increase or $90,000. Thus, the 
taxpayer would have been required to include $30,000 in gross income for the 
taxable year of the change in accounting method, and $30,000 in gross income for 
each of the 2 previous years at the rates of tax then existing. Obviously, the 
adjustments required by H. R. 8300 would have been applicable to items of expense 
or income arising in taxable years during which no statutory authority existed 
for making such adjustments. Moreover, the House bill included no express 
statutory provision for the case in which the taxpayer was able to show that 
certain items were properly allocable to a previous taxable year. 

In order to avoid these results, the Senate Finance Committee amended sec- 
tion 481 of H. R. 8300 as passed by the House. First, the application of the 
adjustment required by section 481 was limited to taxable years following the 
enactment of the 1954 Code. In commenting on this change, the committee made 
the following statement : 

“The House bill would have required taking into account the entire transi- 
tional adjustment determined by the Secretary or his delegate to be necessary 
to prevent duplicating items of income and deductions under the new method of 
accounting. Your committee felt that permitting the entire adjustment would 
result,-in effect, in adjusting for errors which occurred during years when there 
was no statutory authority for making such adjustment. The results under 
the House bill would be harsher on taxpayers in most instances of involuntary 
change than the results of recent court decisions. Therefore, your committee’s 
bill provides that the portion of the net transitional adjustment which corrects 
errors made prior to 1954 will not be made” (Senate Finance Committee, Rept. 
No. 1622, 88d Cong., 2d sess., at p. 65). 

Second, the elimination of the stopgap on adjustments that existed prior 
to the enactment of the 1954 Code, in effect, retroactively removes the statute 
of limitations on items of income that arose many years prior to 1954. In the 
illustration given above the increase in accounts receivable from $10,000 in 1934 
to $100,000 in 1954 gave rise in those interim years to the $90,000 of income 
and to now tax that $90,000 retroactively opens up those years long after the 
statute of limitations has tolled. 

The Senate amendments work prospectively and the taxpayers were thus 
forewarned of the result of a prospective change. The Treasury proposal works 
retroactively—even as far back as 1913 and, therefore, should be rejected by 
this committee. 


PART IV 
Sections 452 and 462 
We endorse the basic principles of the Simpson bill, H. R. 10833, with the 
further recommendation that there be a definite rather than an indefinite period 
for amortization of the dropout. 
Respectfully submitted. 
Harotp W. SMITH, 


Chairman. 
NovEMBER 30, 1956. 
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CHAMRER OF COMMERCE OF THE UNITED STATES, 
LEGISLATIVE DEPARTMENT, 
Washington, D. C., November 27, 1956. 
Hon. Witaur D. MIs, 
Chairman, Subcommittee on Internal Revenue Tawvation, 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 


Dear Ms. Miiits: The attached statement dealing with taxation of prepaid 
ineome and reserves for estimated expenses (secs. 452 and 462 of the 1954 
Code) outlines the position of the Chamber of Commerce of the United States 
regarding these subjects. I would appreciate it if you would ineorporate this 
statement in the record of the current hearings of the Subeommittee on Internal 
Revenue Taxation. 

Cordially yours, 
CLARENCE R. MIeEs. 


Sections 452 AND 462 oF THE INTERNAL REVENUE CopE or 1954 


The Chamber of Commerce of the United States urges that favorable consid- 
eration be given to reinstating sections 452 and 462 of the 1954 Internal Revenue 
Code. 

These sections were devised to permit the matching of income items and 
expense items for tax purposes in accordance with sound aceounting methods. 
Section 452 permitted deferral of the taxation of income actually received until 
a later year when performance or delivery, and expenses, took place. Section 
462 permitted the current deduction on an estimated basis of expenses which 
will not be incurred until a later year. 

The chamber has long advocated the principles of these sections. It is neces- 
sary to have such provisions on these points to permit a proper matching of 
related items of income and expense, and to prevent distortion of income for 
any one accounting year. The principles of these sections should be recognized. 

Objection to these sections, which brought about their elimination through 
Public Law 74, 84th Congress, centered chiefly around unsubstantiated claims 
that their retention would result in unwarranted loss of revenue. It has since 
become clear that seetion 452, relating to prepaid ineome, would have no long- 
range effect on the revenues since it merely permitted the deferral of taxation 
of moneys received in advance until a later year or years in which the income 
is actually earned. 

Objections to section 462 are directed first to its scope and second to the effects 
on the revenue during the year of transition from a former accounting method 
to the accounting method permitted under section 462. 

The primary problem in determining the scope of section 462 arises from the 
fact that this section was based upon current estimates of future expenses which 
might be attributable to current income. In drafting this section it apparently 
was thought necessary to phrase the section broadly to permit flexibility in esti- 
mating future expenses. Although the hearings and committee reports made it 
clear that Congress was thinking only in terms of those types of estimated 
expenses which then were generally accepted by aceountants as being proper 
current charges, the broad language of seetion 462 provided a basis for taxpayer 
claims that a great many additional types of estimated expenses might be 
deducted in advance of payment under section 462. 

A second factor contributing te the potential loss of revenue under section 462 
was the “all or none” requirement whereby a taxpayer wishing to invoke the 
section was required to include in his election all items deemed to be covered 
by the section. It is our view that many taxpayers would prefer to apply the 
provisions of section 462 on a selective basis, limiting the election to only some 
of the types of reserves apparently contemplated by the section. We therefore 
suggest that section 462 (c) (2) be amended to give the taxpayer the option to 
limit his election to one or more of the allowable types of reserves contemplated 
by the section. 

In view of this confused situation, we suggested that the section be amended 
to make it clear that its use should he confined to those types of estimated ex- 
penses which are clearly accepted as current expenses under sound accounting 
methods. 

During the hearings on H. R. 4725 (Public Law 74, 84th Cong.), it was erro- 
neously claimed that section 462 involved a “double deduction.” Rather, the 
section provided for a bunching up in the year of transition of two quite proper 
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deductions—the current expenditures for the taxable year and an estimated 
amount to be added to the reserve at the end of the year to cover future expendi- 
tures attributable to income of the year. 

The idea of bunching up of deductions is neither novel nor revolutionary. In 
fact, it has received the blessing of the Treasury Department in at least two 
areas. For many years the revenue laws have permitted accrual basis taxpayers 
so electing to deduct additions to reserves for bad debts as an alternative to 
deducting losses on specific accounts receivable. In the year of transition to use 
of a bad debt reserve the taxpayer has always been permitted to deduct not only 
the reserve but also the amounts actually charged off. 

For more than a decade taxpayers having obligations under union contracts 
to grant vacations in the subsequent year have been permitted to deduct in the 
current year amounts accrued with respect to the next year’s vacation expenses. 
In the year of transition such taxpayers have been permitted to deduct not only 
the amounts accrued with respect to the subsequent year’s vacation expense but 
also the amounts expended in the current year for vacation expense. 

To put it another way, section 462 of the Internal Revenue Code of 1954, in 
its present form, merely belatedly permits taxpayers to adopt for tax purposes 
accepted accounting practices which they have followed in their financial ac- 
counting for many years. 

It appears, therefore, that the principal objection to section 462 is the effect on 
the revenues in the year of transition. Admittedly this is a significant and 
important objection. 

A study made by the American Institute of Accountants of actual 1954 financial 
data leads to an estimate of something under $500 million. This would be a 
sizable current revenue loss. However, the national chamber believes that the 
revenue impact can be mitigated by spreading the additional deduction which 
would arise as a result of the transition over a period of years, possibly 5 years. 

In the latter connection it should not be overlooked that the Revenue Code of 
1954, in placing certain corporations on a pay-as-you-go basis, adopted a period 
of 5 years in which to mitigate the “doubling-up” effect on the payment of taxes. 

Another objection to section 462 was based on concern over the authority of 
the Treasury Department to limit the types of reserves which might be estab- 
lished under its provisions. It is the view of the national chamber that this 
situation could be handled by amending section 462 to provide either for definite 
types of reserves to be established in accordance with generally accepted account- 
ing principles or, in the alternative, to grant the Secretary of the Treasury clear 
discretion and authority to specify by regulation the types of reserves to be 
covered. Ample precedent for such 2 grant of discretion is to be found in the 
treatment of consolidated returns, wherein, under the Internal Revenue Codes 
of 1989 and 1954, the regulations promulgated by the Secretary of the Treasury 
are given the full force and effect of law. 

Section 452 did not raise either the questions of scope or of “double deduc- 
tions” which arose under section 462. Section 452 related only to actual items 
of income which are known and fixed in amount. These items could be deferred 
to future years only if and to the extent that there was a known future liability 
to perform services or deliver goods. The expenses of future performance of 
services or delivery of goods were not deductible until the future years when 
they were actually incurred. Thus, prepaid income and the expenses attributable 
thereto were necessarily both taken into account in the proper future year. 

The chamber strongly favors readoption of section 452 and revision of section 
462 along the lines we have outlined. 


RECOMMENDATIONS FOR CHANGES IN THE INTERNAL REVENUE Cope or 1954 BY THE 
CHAMBER OF COMMERCE OF THE UNITED STATES 


Section 12 Tage on individuals 


The chamber has consistenly urged the adoption of an appropriate amendment 
to the Constitution to limit the taxing power of Congress. The history of the 
income tax law since 1913 shows that, without constitutional restraints, the tax- 
ing power can nullify other constitutional limitations designed to protect minor- 
ities in their individual and property rights. 

The progressivity of the individual income-tax rates should be reduced so as 
to limit the highest individual tax rate to a specific fair and reasonable percent- 


1The recommendations are presented in the numerical order of the sections of the 
Internal Revenue Code of 1954 to which they apply. 
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age and to spread the tax burden more equitably among all taxpayers. The 
confiscatory surtax rates of more than 50 percent, for example, have produced 
little income but many legislative and administrative problems. They tend to 
undermine our self-assessment system. No one, even the majority who do not 
pay them, can have much respect for a tax law which is so basically unfair. 
There is much evidence that fair and reasonable rates would produce even more 
revenue. This reduction in confiscatory surtax rates should be accompanied 
by some reduction in individual income tax rates for all taxpayers. This is 
possible even in a period of high defense expenditures through 
(1) A sound program of controlled spending and borrowing by the Fed- 
eral Government, and 
(2) The increased revenue from a fair and reasonable tax structure which 
is not a deterrent to individual initiative and investment. 


Sections 34 and 116. Dividends received credit and partial exclusion of dividends 
received by individuals 

Sections 34 and 116 of the 1954 Code do not go far enough to help alleviate 
the double tax burden on corporate earnings. 

The chamber has consistently advocated the complete elimination of this 
double tax inequity which could be done by granting a dividends received credit 
to individuals in an amount equal to the tax already paid upon those earnings 
by the corporation. 

The Ways and Means Committee in 1954 recognized the harmful effects of 
double taxation on dividends: 

“This results in a higher tax burden on distributed corporate earnings than 
on other forms of income. In addition, this has contributed to the impairment 
of investment incentives. Capital which otherwise would be invested in stocks 
is driven into channels which involve less risk in order to escape the penalty of 
double taxation. This has restricted the ability of companies to raise equity 
capital through stock issues and has forced them to rely more heavily on bor- 
rowed money than is desirable either for the economy or for the firm. This is 
evidenced by the fact that debt financing has accounted for a high proportion 
of the total new financing. The penalty on equity financing has been especially 
harmful to small business which cannot easily borrow funds and must rely on 
equity capital for growth and survival.’ ? 

The dividends received credit and the small dividends received exclusion should 
be increased to eliminate entirely the double tax on corporate earnings. 


Sections 34, 68, and 1201 (b). Individual dividends received credit and capital 
gains 

The Treasury has taken the position (regulation sec. 1.34-2 (a)) that an 
individual computing the alternative tax on net long-term capital gains must 
also recompute his dividends received credit. The position is that in this case 
the 4 percent of taxable-income limitation is to be computed only on the ordinary 
income subject to regular rates. 

We believe the Treasury position is contrary to the statute. (See Taxes, the 
Tax Magazine, August 1956, pp. 536-540. ) 


Section 87. Retirement income 


Under section 37 (c), an individual under 65 years of age who receives a 
pension from an employer is not allowed the retirement income credit, but 
such credit is allowed to persons retired under a “public retirement system,” 
regardless of the retiring person’s age. 

This discrimination against employees who have worked for private or non- 
governmental employers should be eliminated, and the credit should be permitted 
to every person who receives retirement income. If this cannot be determined 
without an age limitation, the age of 65 stated in section 37 (c) should be 


lowered to 55 or other appropriate ages for all persons, including those retired 
under a “public retirement system.” 


Section 121.° Individual retirement plans 


The chamber strongly supports the general principle of encouraging indi- 
viduals to provide for retirement income through their own efforts. Such en- 


2H. Rept. No. 1337, 83d Cong., 2d sess., pp. 5, 


6. 
‘ - — of the 1954 Code covering cross-references to other acts should be renumbered 
‘Sec ” 
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couragement should be extended to both employed and self-employed by per- 
mitting postponement of taxes on income set aside for this purpose. 

The principles of H. R. 2092‘—the so-called Ray bill—should be enacted 
because they provide for no discrimination between employed and self-employed 
persons and permit employed persons covered by small pensions to make addi- 
tional provisions for retirement. 


Section 162. Business expenses 


The 1954 Code should clarify the law by specifically authorizing a deduction 
of costs of settlement and related expenses in antitrust, price control, or other 
civil suits for alleged violation of statutes or regulations. 


Section 167. Depreciation 


(1) Full costs of depreciable property should be recoverable free of tax as 
rapidly as possible; the depreciation claimed by the taxpayer should be accepted 
unless clearly unreasonable. 

Taxpayers should not be required to adhere to depreciation allowances used 
in prior years if those allowances were merely compromises with revenue agents 
or were set too conservatively to avoid controversy with the Internal Revenue 
Service. The chamber has consistently held the view that arbitrary standards 
of useful life and historical studies used by revenue agents in the past do not 
produce realistic depreciation allowances. 

Those charged with business management, their financial advisers and auditors, 
rather than the Internal Revenue Service, should determine the period over 
which depreciation should be taken. They are in the best position to know 
what investments should be made and the useful life over which these investments 
should be recovered. 

(2) Section 167 should provide that where the useful life of an intangible 
asset such as goodwill or a convenant not to compete is not susceptible of exact 
proof, the taxpayer may, at his election, deduct the cost or other basis over a 
period of 10 years. 

(3) Section 167 should be amended to give the taxpayer the specific right to 
change to the straight-line method of depreciation at any time during the useful 
life of the asset, regardless of the method or methods of depreciation he may 
have followed in prior years. 

(4) Under regulation section 1.167 (a)-—4, if the period of a lease is shorter 
than the life of improvements erected by a lessee, only straight line depreciation 
is available over the life of the lease. For example, if a lease runs for a 24-year 
period, and the lessee’s improvements have an anticipated life of 25 years, the 
lessee may claim only an annual deduction of one-twenty-fourths of the cost. 

On the other hand, if the improvements have an expected useful life of only 
23 years, the new methods of accelerated depreciation are available to the lessee. 
This distinction should be eliminated to give both lessee taxpayers the right to 
use the accelerated methods of depreciation. 

(5) Item No. 8 of the Mills subcommittee list dated November 7, 1956,° 
recommends that the amortization period for the improvements made by a lessee 
should include any period over which the lessee has the right to renew the lease 
(but no longer than the life of the improvement). This recommendation fails to 
recognize the very foundation of the depreciation deduction which permits a 
reasonable allowance for the exhaustion, wear and tear of the property during the 
period “over which the asset may reasonably be expected to be useful to the 
taxpayer.” (See regulation section 1.167 (a)-1 (b).) The artificial limitation 
suggested by the recommendation in item No. 8 would impose unnecessary 
restrictions on taxpayers who must obtain leases with options to renew as a 
matter of business practice. 


Section 170 (b) (2). Charitable, etc., contributions and gifts 

The statute should provide for a carryover of charitable contributions which 
are in excess of the amount deductible in the year of the gift. This rule should 
be applied to both corporations and individuals. 

The present failure to provide for a carryforward makes it difficult for qualified 
charitable organizations to raise substantial sums of money which may be neces- 
sary when, for example, a college wishes to build a new library or a church 


*H. R. 2092, 84th Cong., 1st sess. 
5 Lst of Substantive Unintended Benefits and Hardships and Additional Problems for 
the Technical Amendments Bill of 1957, dated November 7, 1956. 
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wishes to build a new church. The necessity of the charity in cases such as 
these is to receive in the current year what may in fact represent the contribu- 
tions of the donor for a period of 4 or 5 years. 

The statute should recognize this problem by permitting a donor to make a 
substantial contribution in 1 year, but then spread the deduction over the period 
of the year of the gift and several succeeding years. 

In addition, the ceiling of 5 percent of net income imposed by section 170 (b) (2) 
on charitable contributions by corporations should be increased to at least 10 
percent. 

In the case of the corporate carryover, the proposed regulations under section 
170 (proposed regulation sec. 1.70-3 (c) (1)) prescribe that the current year’s 
contributions shall be deducted first and then the carryover from a preceding 
year be deducted if within the 5-percent limitation. As shown in the proposed 
regulations at section 1.170-3 (c) (2) this can lead to the loss of a valid corporate 
carryover because of the unusual method of applying the carryover in succeeding 
years. It is recommended that section 170 (b) (2) be amended to provide that 
the corporate carryover should first be used in the year to which carried over 
when computing the 5-percent limitation. 


Section 243. Dividends received by corporations 


The President in his budget message of January 1954, recommended that the 
dividend received deduction for corporations be increased from 85 percent to 
100 percent. This was not accomplished in the 1954 Code and the need for the 
change continues. 

To eliminate the double taxation on corporate earnings in the corporate area, 
this tax on intercorporate dividends should be eliminated. 


Section 248. Organizational expenditures 


The election to amortize organizational expenditures of a corporation so as 
to treat them as deferred expenses, should be extended so that the cost of reor- 
ganization is also included in the definition of organizational expenditures in 
section 248 (b). 

Because of the pressure of competition, it is often necessary for corporations 
to recapitalize, obtain funds by public issuance of securities, or consolidate 
and form a new corporation. In this type of situation the recapitalization or 
reorganization costs may be substantial. Corporations should be allowed to 
elect to defer these expenses and write them off over a period of not less than 
60 months. Included in these recapitalization or reorganization costs should 
be attorneys’ fees, and stock registration and transfer costs. 

Section 269. Acquisitions 

The presumption which has been incorporated in section 269 (c) should be 
removed from the code. 

The presumption as stated is highly confusing and ambiguous and has proved 
to be impossible of application in most cases. Further, it is impossible to under- 
stand the theory of this presumption so that even apart from the questions of 
construction it cannot be applied consistently. Also the operation of the pre- 
sumption has been in effect to deter many otherwise sound transactions where 
there is any tax benefit at all involved since there may actually be a tax penalty 
as a result. 

The general provisions of section 269 are sufficient to accomplish the purposes of 
the provision without the presumption of section 269 (c). 


Section 317. Treatment of corporate debt obligations held by shareholders 


The problem of “thin incorporation” was not solved by the new subchapter C 
provisions of the Internal Revenue Code of 1954. Uncertainty remains as to 
the income-tax treatment of debt obligations of corporations held by share- 
holders. 

The Congress should provide nonexclusive rules which will require the Com- 
missioner of Internal Revenue to treat such obligations of a corporation as debt 
if certain conditions are met. The conditions could, for example, require the 
corporation to show that the amount of such debt held by shareholders does not 
exceed the fair market value of the corporation’s stock by more than 10 to 1.° 

Where the obligation fails to meet the conditions prescribed, the taxpayer 
should be permitted to show that such failure was due to the exigencies of the 
corporation’s business. 


*See American Bar Association’s recommendation enacted at Dallas, Tex., in August 
1956. ABA Section of Taxation Bulletin, October 1956, p. 29. 
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Section 333. Election as to recognition of gain in certain liquidations 


Section 333 (e) (1) provides that in determining the tax upon the shareholder 
earnings and profits shall be determined on the accrual basis regardless of the 
method of accounting customarily used by the corporation. An improper ex- 
tension of this provision has resulted from the Commissioner’s assertion that it 
applies not only for purpose stated in section 333 (e) (1), but also for the pur- 
pose of filing the corporation’s final income tax return. It is suggested that 
section 333 (e) (1) should make clear that the accrual provision is to be applied 
only for the purpose of determining earnings and profits and only thus to de 
termine the shareholder's tax. 


Section 402. Tawability of beneficiary of erempt trust 


Confusion has arisen regarding the taxability of distributions from employees’ 
trusts, especially where they involve the distributions of securities of the em- 
ployer corporation and a net unrealized appreciation is involved. 

The second sentence of section 402 (a) (1) reads as follows: 

“* * * The amount actually distributed or made available to any distributee 
shall not include net unrealized appreciation in securities of the employer corpo- 
ration attributable to the amount contributed by the employee * * *” [Italie 
supplied. ] 

It is recommended that the italicized phrase noted above be deleted to remove 
much confusion as to what portion of the securities of an employer corporation 
distributed are “attributable to the amount contributed by the employee.” The 
proposed amendment would eliminate this problem by placing distributions to 
regular employees on the same basis as distributions to employees who terminate 
employment and are taxed under section 402 (a) (2). The amendment would 
also be in accordance with the traditional policy of taxing gains on securities 
only when such gains are actually realized. 


Section 404. Deduction for contributions to an employees’ trust, etc. 


(1) Express provision should be made for deduction of contributions to a non- 
qualified plan. Section 403 (a) (5) of the House version of the 1954 Code 
contained the type of provision which should be incorporated into the code. (See 
H. Rept. No. 1337, 83d Cong., 2d sess. (1954) pp. 48-44 A151.) 
was deleted by the Committee on Finance without explanation. 
should be incorporated into the code. (Cf. Reg. sec. 1.404 (a)-—12.) 

(2) Section 404 (a) (3) (B) of the Internal Revenue Code of 1954 prevides 
that where a member of an affiliated group cannot make its part of the contribu- 
tion to an affiliated profit-sharing plan out of current or accuiulated earnings, 
other members of the group may make up the contribution. However, the 
section is not available to affiliated plans which provide that contributions are 
to be made only from current earnings. 

Section 404 (a) (3) (B) is a liberalizing change made by the 1954 Code. 
Previously, if a member of an affiliated group was unable to make its part of the 
contribution to an affiliated profit-sharing plan, no deduction was available with 
respect to its employees. Section 404 (a) (3) (B) enables the contribution 
to be made by other members of the group, but only where the members of the 
group make payments out of accumulated as well as current earnings and 
profits. 

Profit-sharing plans are primarily incentive plans. Where contributions are 
made from current profits, the profits are shared directly with the employees 
who help earn them. Consequently, most profit-sharing plans require that con- 
tributions be made from current earnings. To avoid discrimination against 
incentive profit-sharing plans, section 404 (a) (3) (B) should be amended 
so as to be available to affiliated plans which provide that contributions are to 
be made from current earnings. 


This provision 
The provision 


Section 452." Prepaid income 
Section 462." Reserves for estimated erpenses 


The chamber, in its testimony before the Senate Finance Committee on H. R. 
4725* (later Public Law 74 of the 84th Cong.), urged the retention of section 452 


7 The chamber has filed a separate statement with the subcommittee covering its recom- 
mendations on these provisions. 

* Testimony of Mr. William Herbert Danne before the Senate Finance Committee on 
May 12, 1955, presenting the chamber's views on H. R. 4725, the bill to repeal retroactively 
secs. 452 and 462 of the 1954 Code. 
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(relating to prepaid income) in its enacted form, and recommended that section 
462 (relating to reserves for estimated expenses) be amended in the following 
ways: 

(1) The scope of section 462 should be defined more clearly to provide for 
definite types of reserves to be established in accordance with generally accepted 
accounting principles. 

(2) A method of transition should be provided which will minimize the revenue 
loss to the Treasury in the year or years of changeover. 

The reenactment of sections 452 and 462 should be made retroactive to the 
effective date of the 1954 Code. The repeal of these sections created a great 
many inequities and hardships. The attempts in Public Law 74 to relieve a 
few of the most severe hardships could not be completely effective and many 
difficult problems remain. The retroactive reinstatement of these sections would 
tend to solve many of the problems which were created by retroactive repeal. 

The chamber also recommends that section 462 (c) (2) be amended to give 
the taxpayer the option to limit his election to one or more of the allowable types 
of reserves without the “all or none” requirement that the taxpayer must include 
in his election all items deemed to be covered by section 462. 


Section 503 (c). Prohibited transactions of exempt organizations 


Section 503 (c) (1) should be amended to make it clear that exempt organiza- 
tions such as pension, profit-sharing, and stock bonus trusts can invest in deben- 
tures of employer corporations without loss of tax-exempt status.’ 

The Treaury Department’s interpretation of section 503 (c), as announced in 
Technical Information Release 27, dated November 8, 1956, makes it impossible 
for such exempt trusts to purchase the traditional type of debentures of an 
employer corporation which have never been regarded as loans “without the 
receipt of adequate security.” 


Section 542. Definition of personal holding company 


This section should be amended so that in the case of corporations where a 
substantial part of the stock is publicly held, the corporation will not be required 
at its peril to determine whether the stock ownership requirement is met. 

There are many cases, for example, where 50 or 60 percent or even more of a 
corporation will be publicly held in small blocks. The balance may continue to 
be held by the original family group. It can readily be determined whether the 
four largest public stockholders according to the stock books own sufficient 
shares which, together with the original family group, will meet the 50-percent 
stockownership requirement. However, it is completely impossible to make any 
determinations with respect to indirect ownership. Many of the relatives who 
are to be included under the statute have different names and different addresses 
and the corporation cannot possibly determine the degree of relationship. Fur- 
ther, even stockholders with the same names may not be related. The statute 
presently makes no allowance for this situation. 

It is suggested that section 542 should be amended to provide that if there is 
no family group owning more than 50 percent and if the corporation's stock is 
publicly held to the extent of 50 percent, then the indirect stockownership pro- 
vision should not be applied to the publicly held shares. 


Section 615. Exploration expenditures 


The limitations and restrictions on deductions of exploration expenditures 
should be removed. The limitation of $100,000 per year and the restriction 
allowing this deduction for only 4 years discourage investment in exploration. 
A strong mining industry with ample reserves for the future is necessary for 
our Nation’s survival and prosperity. 


Sections 641-683. Estates, trusts, beneficiaries, and decedents 


Subpart D of part I, subchapter J, which deals with the treatment of excess 
distributions by trusts and which is commonly known as the throwback rule 
should be revised. 

The sections contained in subpart D are among the most complicated pro- 
visions in the 1954 Code. To comply with these provisions, trustees and bene- 
ficiaries will incur (1) considerable accounting and bookkeeping expenses_be- 
cause of the extra records that wili have to be maintained, and (2) additional 


*See recommendations at item No. 28, List of Substantive Unintended Benefits and 


Hardships and Additional Problems for the Tevhnical Amendments Bill of 1957, Novem- 
ber 7, 1956, p. 13. 
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legal expense because of the need to have these complicated provisions in- 
terpreted. In addition, the Government will undoubtedly find very costly any 
system which might be set up to make certain the provisions are correctly in- 
terpreted and the computations by taxpayers are accurate. To illustrate the 
complicated application of these cryptic sections of the code, a taxpayer need 
only read the example of the application of subpart D contained in the House 
committee report * explaining changes to be made by the Internal Revenue Code 
of 1954. It should be mentioned that this example by no means contains all the 


‘situations that might arise to complicate further the computations to be made 


under this subpart. 
Alternative recommendations 


In the event that subpart D is not completely revised, then, to ease some of 
the administrative hardships caused by the subpart, the following changes should 
be made: 

A. The definition of “accumulation distribution” in section 665 (b) should be 
altered so that it will not include amounts other than undistributed net income 
of previous taxable years. 

B. The definition of “accumulation distribution” in section 665 (b) should 
be amended so that it will make reference to distributions only if they exceed 
$5,000 rather than $2,000 as is presently provided. 

C. There should not be included in determining the extent of an accumulation 
distribution under section 665 (b) an amount which has been accumulated for 
one beneficiary but because of the death of such beneficiary before the date 
prescribed for distribution to him, is distributed to another beneficiary. 

D. Section 665 (b) (4) should be changed so that there will be an exclusion 
from the application of this section available upon a final distribution of a 
trust even though certain limited transfers may have been made to the trust 
within a 9-year period immediately preceding a final distribution of the trust. 

KE. The date January 1, 1954, should be removed from section 665 (b) (3) (C) 
so that the rules of section 665 will apply to all trusts whether created before 
or after the effective date of this section. 

F. Section 666 (a) should be altered so that the accumulation distribution 
for any taxable year will apply only to the amounts of undistributed net income 
of the 2 preceding taxable years rather than the 5 preceding taxable years 
as is presently provided. 


Additional.recommendations on subchapter J 


(1) Section 663 (a) of the code should be modified to provide that a dis- 
tribution of principal from an estate will not be taxed as income to the recipient. 

(2) The purpose of section 663 (c) was to provide a rule for determining 
distributable net income in the case of separate shares in a single trust. How- 
ever, the section was not intended to have any application to separate trusts 
even though these separate trusts may be governed by a single instrument. 
The Commissioner in his instructions has attempted to indicate that this pro- 
vision changes the preexisting law with respect to separate trusts under a single 
instrument. It should be made clear that section 668 has only limited applica- 
tion and does not change prior law as to separate trusts. 

(3) Section 677 (a) (3). as presently phrased, is an unnecessary and unin- 
tended trap for grantors. Under the investment rules applicable to trusts in 
most States it is a proper trust investment for a trustee to purchase life 
insurance on the life of the grantor. Thus, section 677 (a) (3) will apply 
to practically all trusts unless the instrument specifically states that the trus- 
tee may not invest in life insurance on the life of the grantor. 

It is suggested that section 677 (a) (3) should be amended to provide that it 
applies only to the extent that the income is actually applied for the payment 
of premiums on policies of insurance on the life of the grantor. 

(4) Section 678 of the code should be modified to provide that a person, other 
than the grantor of a trust, who has a limited power to withdraw principal should 
be taxable with long-term capital gains of a trust only to the extent that such 
power is exercised. 

(5) Section 678 should be clarified so that it is made apparent that a person 
other than the grantor who has a power to withdraw income of a trust is not 
taxable with capital gains. 

(6) Part I of subchapter J should be modified in order to make it clear that 
an estate or trust is to be allowed the full benefit of the -50 dividend exclusion 





1” H. Rept. No. 1337, 83d Cong., 2d sess., pp. A208—A211. 
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afforded to taxpayers under section 116, whether or not part of the income is to 
be distributed during the taxable year. 

(7) There should be added to the code a provision which would permit a dis- 
tributee of dividend income from an estate or trust to aply the section 34 dividend 
credit as if such distribution had not been decreased by trust charges applicable 
thereto. 

(8) There should be added to the gift-tax law a section dealing with transfers 
of interests under annuities or other payments, made under employees’ trusts 
which meet the requirements of section 401, so that the gift-tax treatment of- 
transfers of such interest will be correlated with the treatment given to them 
under the estate-tax law. 


Section 641 et seq. Multiple trusts 

Item No. 16 of the Mills subcommittee list of November 7, 1956," suggested a 
study of the problem of multiple trusts and the avoidance of income taxes by 
the creation of several, instead of one, accumulation trusts for gifts in trust to 
the same individual. 

In practice, the multiple-trust device is not a problem at all. Few such 
arrangements are in existence, principally because they are not economical. 
The cost of administering small trusts makes their use prohibitive to the average 
taxpayer. Corporate fiduciaries discourage the use of multiple trusts because 
they have generally found them to be unprofitable. 

There are countless nontax reasons why a donor may decide to create more 
than one trust for an individual, and these valid reasons should not be overlooked 
in an effort to settle the multiple-trust problem. 

For many years the deduction for personal exemption granted to a trust was 
equal to the amount granted to individuals. The decision to make the deduction 
for personal exemption for a trust less than that of an individual taxpayer was 
based in part upon the theory that such a measure would be a solution to the 
multiple-trust arrangement. If some other legislative means is now taken to 
discourage further such multiple trusts, the deduction for personal exemption 
granted to a trust should be restored to equality with the deduction granted to 
an individual taxpayer. 

Section 923. Taxation of business income from foreign sources 

The chamber has iong urged a suitable provision for liberalizing the tax treat- 
ment of business income from foreign sources and for postponing the taxation 
of income of branches or agencies abroad until the income is returned to the 
United States. ; 

During legislative hearings on H. R. 8300," the chamber urged the adoption of 
sections 923 and 951 of H. R. 8300, with several amendments, to give necessary 
special tax treatment to business income from foreign sources to encourage 
growing and continuing investment abroad. 

The chamber agrees with the Treasury Department’s principles regarding 
the taxation of foreign income as stated in Secretary Humphrey’s letter of 
July 27, 1955, to Chairman Jere Cooper of the House Ways and Means Commit- 
tee.” A special chamber subcommittee is presently completing its work on a 
study in this field, and it is expected specific recommendations will be forth- 
coming which will be made available to the Congress shortly. 


Section 1014 (d). Basis of employee stock options acquired from a decedent 


Section 1014 (d) of the Internal Revenue Code of 1954, which denies basis 
to restricted stock options which an employee has not exercised at death, should 
be revised. 

The Internal Revenue Code now provides a stepped-up basis for stock which 
is sold by the estate of a decedent where the stock was acquired through the 
exercise of a stock option by the decedent prior to his death. Where the de- 
cedent has not exercised the stock option prior to his death, and where the 
estate of the employee exercises the option after the decedent’s death, no stepped- 
up basis is provided. 

It is believed this provision is not proper, except for any ordinary income 
aspects of an 85- to 95-percent option. (See vol. VIII, No. 4, The Tax Executive, 
pp. 66-82 (July 1956) ). 





11 List of Substantive Unintended Benefits and Hardships and Additional Problems for 
the Technical Amendments Bill of 1957, November T, 1956, p. 8 

122. R. 8300, 83d Cong., 2d sess. 

13 Congressional Record, August 16, 1955, p. A6027. 
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It should also be provided that the basis-of the stock acquired by the exercise 
of a restricted option includes any basis of the option. 


SUBCHAPTER 0, PART IX, SECTIONS 1111 ET SEQ. 


SALES, EXCHANGES, AND DISTRIBUTIONS TO EFFECTUATE ANTITRUST AND OTHER 
ECONOMIC REGULATORY POLICIES “* 


A provision should be inserted in the Internal Revenue Code providing for the 
nonrecognition of gain or loss on exchanges, distributions or conversions which 
are made to effectuate the policies of the antitrust laws and other economic 
regulatory statutes. There is a growing recognition in both Government and 
industry that the Federal tax laws have been unnecessarily and inadvertently a 
deterrent to the orderly, equitable, and effective administration of the anti- 
trust laws. 

The tax problems with which we are concerned arise in those cases where 
the regulatory statutes are applied to achieve results which Congress and the 
proper administrative body have determined are in the best interests of our 
economy. These cases are not primarily those which simply involve willful 
violations or prohibited actions, but, instead, these cases involve the question 
whether one enterprise, even by completely lawful means, may grow to a dominant 
size in its industry or may participate in a number of different industries. 

Compliance with the policies of these economic regulatory laws is not a 
punishment, but represents the steps required to conform with what has been 
determined to be in the best interest of our economy as a whole. Unfortunately, 
the effect of existing tax law has been to create a punishment or sanction not 
intended as such by Congress (and not intended to be imposed on anyone), the 
impact of which, however, falls primarily on the stockholders who were nothing 
more than investors. 

The Congress has long recognized in a number of situations that involuntary 
transactions should not be treated as closed taxable transactions. The recog- 
nition that involuntary acts should not give rise to immediate tax liability covers 
many fields. 

The time has clearly come when these same tax policies should be uniformly 
applied in the case of the antitrust laws and other economic regulatory policies. 
The chamber of commerce is convinced that the public interest embodied in 
various economic regulatory laws would be better served, and the orderly admin- 
istration of such laws would be greatly facilitated, if reasonable and well- 
considered rules are written into the Internal Revenue Code providing for non- 
recognition of gain or loss when, in conformity with the purposes of these laws, 
there are certain exchanges or distributions of stock or securities, exchanges or 
distributions in kind, or sales followed by reinvestment. 

The transactions to be covered would be those made in the process of carrying 
out the requirements of injunctions, orders, and decrees in proceedings under 
the antitrust laws, or pursuant to arrangements approved in advance by the 
Department of Justice, or pursuant to judicial or administrative orders or 
agreements under any other regulatory statutes. 

There is general agreement today that it is neither fair nor in accordance with 
sound legislative or administrative policy to impose an added tax penalty on the 
stockholders in such cases. And yet this is where the penalty falls. Not in- 
frequently, the alleged violation results entirely from the failure or inability 
of management or its counsel to foresee accurately many years ago or today the 
development of administrative theories and the course of judicial interpretation, 
both of which are and have been constantly changing. A case in which manage- 
ment, with the knowledge and sanction of the shareholders, deliberately embarks 
upon a program of acquisition or expansion which is known or believed to be 
in contravention of the antitrust laws would be a rarity indeed, and probably 
even impossible under the supervision of the SEC, State commissions, and vocal 
minority stockholders. Management is itself subject to severe penal sanctions 
in appropriate cases for conduct plainly in violation of these laws. Such viola- 
tions certainly would not be encouraged by reasonable amendments to the tax 
laws, the primary purpose of which would be to protect the shareholders from 
hardship and loss in cases of involuntary splitup and divestiture. 





% A more complete statement of the chamber position is in the recommendation st 
mitted to the Joint Committee on Internal Revenue Taxation on February 14, 1956. 
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Sections 1201-1211. Capital gains and.losses 


The tax upon capital gains should be eventually eliminated. Until this occurs, 
the rates applicable to capital gains should be reduced. 

The chamber fully realizes that budgetary problems and the need for con- 
tinuing high revenue are important factors, but the problem should be carefully 
considered in the light of the need to encourage business transactions and create 
new revenues and investments. The capital-gains tax operates as a serious 
deterrent to investment, lessens the stability and liquidity of markets, and dis- 
courages companies from undertaking new capital issues essential for the expan- 
sion of established businesses. 

As long as a capital-gains tax remains, however, offset of losses and gains 
should be continued, but the limitation on capital losses in section 1211 (b) in 
the case of individuals, estates, and trusts should be increased to the extent of 
capital gains plus a larger amount than the present limited $1,000. 


Section 1212. Capital loss carryback 


Should the Congress not adopt the recommendation under section 1201 that 
the tax upon capital gains be eventually eliminated, or until such time as the tax 
can be eliminated, section 1212 should be amended to provide for a 2-year carry- 
back of net capital losses as well as a 5-year carryover. 

Since the carryback and carryover of net operating losses is now 2 and 5 years, 
respectively, it seems fair and reasonable the same periods of carryback and 
earryover should be permitted on net capital losses. 


Section 1237. Real property subdivided for sale 


As the American Bar Association noted during the Senate Finance Committee 
hearings on H. R. 8300,” section 1237 should have been substantially revised 
before it was adopted in 1954. Unfortunately, this kind of revision did not take 
place. 

Where large tracts of land have been held for many years, it is sometimes 
impossible to dispose of them except by subdivision and sale. Under section 1237 
this would be virtually impossible because of the limitations on improvements 
and the possibility that gains on subsequent sales would be taxed at ordinary 
income rates on the appreciation in value over many years. 

It is proposed that section 1237 be amended to provide that regardless of the 
limitations prescribed by section 1237 (b), capital gains treatment shall be given 
to gains from the sale of a tract of land subdivided and sold under a plan of 
subdivision if the tract has been held for a substantial number of years. 

As an alternative, section 1221, defining a “capital asset,’ could be amended 
by adding a new subparagraph to include as a “capital asset” a tract of land 
which is subdivided for sale and sold under a plan for subdivision and sale pro- 
vided that— 

1. the tract shall have been held for a period of at least twenty years prior 
to the year in which the plan for subdivision is adopted ; and 

2. the tract had not previously been subdivided nor subdivisions thereof 
offered for sale ; 

3. the tract may be improved as required by applicable laws, rules, and 
regulations of any State, Territory or any political subdivision, but this 
should not include the construction of residences or buildings to be used 
or sold for use in a trade or business. 

Section 1301. Averaging of income 

A provision similar in operation to section 1301 should be enacted to provide 
an “averaging” of taxable income of individuals over a reasonable period of 
years, thereby eliminating the inequity inherent in the present method of report- 
ing income annually. H. R. 7837, introduced by Representative Curtis, of Mis- 


souri, on August 2, 1955, providing for averaging taxable income, should be 
¢earefully studied to determine its feasibility. 


Section 1514. Consolidated returns 


The 2 percent penalty tax on consolidated returns should be repealed and 
optional use of such returns should be permitted. 

Economie and legal considerations require that many businesses be operated 
through affiliated groups of corporations. There is no logical reason for taxing 


1S Hearings before the Committee on Finance, U. S. Senate, 83d Cong., 2d sess., pt. 1, 
pp. 338, 339. 
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these businesses at a higher rate than those which are conducted by a single 
corporation. 


Section 2001. Estate tar 


The chamber notes the recommendation of the President’s Cabinet Committee 
on Small Business ® that taxpayers be given the option of paying the estate tax 
over a period of up to 10 years where the estate consists largely of investments 
in closely held business concerns. 

The Cabinet Committee’s recommendation is well intended to solve a serious 
problem but it appears to fall short of achieving the desired results for several 
reasons : 

1. Few executors could take advantage of the proposal because of the 
personal liability imposed upon them by section 3467 of the Revised 
Statutes ; 

2. Probate courts would object to holding estates open for such extended 
periods of time; 

3. The recommendation only postpones the problem of paying the estate 
tax ; it does not solve it. 

As an alternative, but perhaps only a partial solution, it is suggested that 
provisions be made for estate-tax-free funds with which to pay the estate tax— 
either by self-insurance or purchased insurance. 

The self-insurance plan would involve creation of a trust specifically for pay- 
ment of the estate tax. The law could limit the type of assets which could be 
held in such trust to assure its liquidity. 

In the interests of simplicity and prevention of possible income-tax avoidance, 
such trusts should be permitted to be revocable, except that, after the settlor’s 
death, the assets would be earmarked specifically for estate-tax payment and 
no further distribution could be made until such tax liabilities were liquidated. 
The trust instrument could provide for the disposition of earnings prior to the 
settlor’s death, either by way of accumulation or distribution to him. In either 
event, the trust income would be taxable to the settlor. The instrument might 
also require as a guaranty of liquidity that the trust be liquidated within a rela- 
tively short time after the due date of the estate tax. 

Whatever portion of the trust assets is required to pay estate taxes should be 
made exempt from such taxes, and any excess should be subject to tax. There 
should be no tax on the privilege of creating such trusts. 

The principle of not taxing such portion of the estate as is required to pay 
the tax accords with the result now reached under the gift tax, where the tax 
is paid by the donor out of the estate remaining to him after a gift. The tax 
so paid is not taxed as a part of the gift and operates to reduce the estate passing 
at death and subject to estate tax. 

Past proposals in the field of purchased insurance have usually taken the form 
of exempting from estate tax the proceeds of life insurance, definitely earmarked 
in some way for the purpose, to the extent such proceeds are required to pay 
estate-tax liabilities, with any excess added to the corpus and subject to tax. 

The great advantage of this purchased insurance plan is its simplicity. On the 
other hand, a limitation of relief to this plan alone may be deemed objectionable 
because it may discriminate between taxpayers, since all taxpayers are not 
insurable. For these reasons it is believed that some form of both plans should 
be recognized by the statute, leaving the taxpayer to select the form best adapted 
to his own circumstances. 

As another alternative, the chamber suggests careful consideration of a pro- 
posal which would permit individuals to set aside a reserve fund, represented 
by United States estate tax anticipation certificates, with which to pay estate 
taxes. Under this proposal, a deduction from income tax (not to exceed 10 
percent of taxable income in any 1 year) would be allowed to any individual 
or any family corporation for the purpose of creating a reserve fund to pay estate 
taxes. The assets or fund would be subject to estate taxes, but would have been 
accumulated free of income tax during the taxpayer's life. The estate tax 
anticipation certificates, however, would not bear any interest during the tax- 
payer’s life, and they would be redeemable at face value only in payment of 
estate taxes. 





oe Report of the Cabinet Committee on Small Business, dated August 7, 1956, 
o & 
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Section 2035. Transactions in contemplation of death 


There has been some suggestion that, if a decedent without incidence of own- 
ership in a policy of life insurance paid the premiums on such policy within 3 
years of his death, the full proceeds, rather than the amount of property 
actually transferred, should be included in the measure of his gross estate. 
This is contrary to the principle that only the value of the inter vivos transfer, 
which reduced the gross estate, should be pulled back into the gross estate. 

It should be made clear in the statute that the only transfer in the case of 
such payment of premiums on a life-insurance policy is the value for gift tax 
purposes at the time of transfer. 


Section 2042. Proceeds of life insurance 


In item No. 27 of the Mills subcommittee list of November 7, 1956," it was 
noted that the Treasury Department suggests the inclusion in a decedent’s 
estate of the difference between the proceeds received upon death and the re- 
serve at the time of death, or possibly the cash-surrender value at the time 
of death. 

This point has been thoroughly argued many times, and Congress as recently 
as 1954 rejected the Treasury’s current proposal. Congress should not dis- 
criminate against life insurance, a form of property, any more than it should 
single out stocks, bonds, real estate, or other assets for unfavorable treatment. 

Where an insured person has no control over a policy and the person who is 
the owner may take the cash-surrender value at any time, the value (or part 
of the value) of such policy at the death of the insured should not be includible 
in his estate. 

Section 2503 (c). Taxable gift 

Section 25038 (c) is designed to simplify the problems of making gifts to minors 
within the permissible annual exclusion from taxable gifts. The section as 
drafted, however, has created several problems. 

Under the laws of most jurisdictions, a minor is legally incapable of drawing 
a valid will at least until he becomes 18 years of age and in many cases until 
he becomes 21 years of age. If the minor dies before attaining the age at which 
he can leave a valid will, any property in a section 2503 (c) trust will pass by 
the intestate laws and in all probability the donor will be a beneficiary. Section 
2503 (c) should make it clear that this is not a reversionary interest or any 
interest in property in the donor for income- and estate-tax purposes. 

Also, the close family situation which is necessarily involved in a section 
2503 (ec) trust frequently requires that the donor act as trustee. In this case 
the statute requires that the donor trustee have discretion to pay out or accumu- 
late income. It should be made clear that this discretion, coupled with the possi- 
bility that the donor-trustee may inherit from the beneficiary, is not a beneficial 
power in the donor-trustee for income-, gift-, and estate-tax purposes. 


Section 2516. Certain property settlements 


Section 2516 was designed to make it clear that property settlements in connec- 
tion with divorce do not constitute taxable gifts. The section, however, is 
phrased in terms of a presumption that such settlements are made for full and 
adequate consideration. This clears up the gift question, but raises the question 
whether section 2516 requires that the transfer be an income-taxable transfer 
where there is a division in kind of property which has appreciated in value. 
This income-tax result certainly could not have bene intended. 

It is suggested that section 2516 be amended so as to make it clear that the 
transfers covered are not subject to income tax. 

Sections 4001-5862. Excise tares 

The chamber’s policy declarations on excise taxes read as follows: 

“In order to properly balance the Federal tax system, reduce dependence on 
income taxes, provide a more stable revenue, and implement other declarations 
of fiscal policy herein, the need for excise taxes igs recognized. To accomplish 
these objectives and to permit the elimination of the present discriminatory 
selective excise taxes, a general excise or other similar business tax, at a low 
uniform rate and free from duplication, should be made an integral part of the 
Federal tax structure. Such a tax must be equitably devised and nondiscrimi- 
natory. Repeated extension of the war increases of excises and levies of a 


7 List of Substantive Unintended Benefits and Hardships and Additional Problems for 
the Technical Amendments Bill of 1957, November 7, 1956, p. 12. 
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nuisance type threatens to perpetuate discrimination as between taxpayers and 
should not be continued. Removal of the war increase of excises applicable to 
the essential services rendered by publicly regulated agencies is of immediate 
importance.” 


Sections 6016 and 6154. Declarations of estimated tar and tax-payment schedule 
for corporations 


The new system for advance payments of corporate income tax should be 
rejected as a discrimination against the larger corporations. 

The new obligation on these corporations makes it necessary to obtain cash 
during the year to pay taxes on profits which are not finally determinable until 
the end of the year. Additional working capital must be borrowed, resulting in 
adverse effects on business expansion, capital expenditures, inventory planning, 
and dividend declarations. 

These effects will be most keenly felt if the advance corporate tax payments 
are accelerated as required under the 1954 Code. By 1959 a corporation on the 
ealendar-year basis will be required to pay 50 percent of its estimated tax 
before the end of the year, and 50 percent in the following 6 months. This 
means that additional funds for working capital equal to one-half the corpora- 
tion’s annual Federal income tax liability must be borrowed or raised in some 
way to meet advanced tax payment dates. In many cases this money may be the 
amounts to be used for expansion, research, and development. 

If the Congress does not entirely remove this discrimination against larger 
corporations, the total estimated payments under these sections should be held 
to a maximum of 20 percent of the estimated tax before the end of the year, 
rather than 50 percent as is now provided under the statute. 


Section 6654. Penalties for failure by individuals to pay estimated income tax 

Section 6654 and Revenue Ruling 55-348, I. R. B. 1955-23, 8, should be amended 
to provide a more reaiistic method of determining estimated income tax and re- 
quiring advance payments in the cases of certain individual proprietorships 
and partnerships. 

Where it is necessary to have substantial amounts of working capital on hand 
to operate a noncorporate business, and where profits and losses cannot be ac- 
curately determined until the end of a fiscal year, individuals or partnerships 
should not be obliged to borrow money to pay estimated taxes before a profit for 
the year has been realized. 

The unnecessarily strict provisions of section 6654 and Revenue Ruling 
55-348 have resulted not in pay-as-you-go system, but a pay-before-you-earn 
program, especially in professional partnerships such as accounting and law 
firms. Section 6654 should be amended to provide a more sound and reasonable 
system of declaring and paying estimated taxes with funds currently available 
to each partner from income realized by the business on a pay-as-you-earn basis. 
Section 7443 (a). Membership of the Tar Court of the United States 

Section 7443 (a) should be amended to provide for an odd number of judges 
instead of the present even number. 

It is possible, under the present 16-judge membership, to have an even division 
of judges in a particular case. Although it is understood this has never happened 
in actual practice, it seems desirable to avoid this possibility by either adding 1 
member to the 16-judge court or by reducing its membership by 1, preferably the 
former in view of the increasing workload of cases. 

Section 7483. Time for filing petition for review of Tax Court decisions 

Although section 7483 of the 1954 Code is an improvement upon section 1142 
of the 1939 Code, the provision permitting cross appeal of a Tax Court decision 
to a United States Court of Appeals within 4 months after the decision of the 
Tax Court should be enlarged to cover the cases of persons other than parties to 
the case. More specifically, the 4 months’ appeal period should be extended so as 
to cover cases of related taxpayers. 

For example, the cases of National Clothing Company of Rochester, Inc., 
Docket No. 49334, and Willard D. Avery, Docket No. 49397, were consolidated in 
the Tax Court for trial and for opinion. They were decided in a single opinion 
and the decisions entered pursuant to that opinion were made by the Tax Court 
on the same day, National Clothing Company of Rochester, Inc., 23 T. C. 944 
(1955). If the Government had decided to appeal the National Clothing Co. 
decision and had filed an appeal on the last day permitted by law, Mr. Avery 
would not have been protected by the provision for an additional month now 
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provided by section 7483 since that is limited to a party to the National Clothing 
Co. case. The only party to that case besides the corporation was the Com- 
missioner. Similarly, if Mr. Avery had desired to take an appeal in his case, 
the Commisisoner would not have been protected by the 4 months’ period if he 
then desired to appeal the National Clothing Co. case. 

In the situation thus described, the 4 months’ appeal period should be applicable 
to permit the necessary cross action by either the Government or by the second 
taxpayer as the case may be. 


RADIO-ELECTRONICS-TELEVISION MANUFACTURERS ASSOCIATION, 
Washington, D. C., December 6, 1956. 
Subject : Repealed sections 452 and 462 of the Internal Revenue Code of 1954. 
Hon. WILBuR D. MILt3s, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means, House Office Building, 
Washington, D.C. 

DEAR CONGRESSMAN MILLS: We regret that it was not possible for RETMA to 
arrange to have a witness appear before your subcommittee to testify on prepaid 
income and estimated expenses, after you had generously afforded an opportunity 
for such hearing. 

We believe that book and tax accounting for prepaid income and estimated 
expenses should correspond, and we believe that taxpayers who have followed 
declarations of Government policy in this field should not be forced to lose 
deductions or pay tax twice on the same income as the price of bringing about 
such correspondence. 

While we appreciate that revenue considerations may rule out full immediate 
achievement of this goal, we do think it essential that any legislation in the field 
not produce any serious discrimination in addition to those which already exist. 

Thus, relief has been proposed with respect to prepayments to organizations 
such as automobile service clubs (H. R. 10833, 84th Cong., 2d sess.). The prob- 
lems of the television service industry are no less severe than those of the 
organizations covered by H. R. 10833; and this indeed was recognized by the 
witness for the American Automobile Association and its affiliated clubs in 
testimony before the Senate Finance Committee last year. Immediately follow- 
ing testimony on behalf of the television service industry, this witness stated that: 

“If other types of prepaid income are found in future years to qualify for 
section 452 treatment, and J must say the preceding speaker have [sic] such a case, 
the statute could be broadened to cover them.” [Italic supplied.] 

This statement appears at page 79 of the hearings before the Senate Finance 
Committee on H. R. 4725, May 1955. Copies of the official report of the testimony 
of the witnesses referred to are attached. 

The problems of the television service industry were also brought out in 
testimony of Mr. Frank J. Moch, president of the National Alliance of Television 
and Electronics Service Associations, reported at pages 141 and 142 of the 
printed transcript of the hearings before the House Ways and Means Committee 
on H. R. 4725. Copies of that testimony are attached. 

Those problems were still further developed in the statement by Mr. Mort 
Farr, chairman of the board, National Appliance & Radio-TV Dealers Associa- 
tion, at pages 266-267 of the same hearings, of which copies are attached. 

We believe that the problems of that industry and of similar industries with 
respect to prepaid income could well be handled by enactment of the provisions 
of H. R. 10833, amended to include in the definition of prepaid income (sec. 
452 (e) (1), p. 8, after line 2): 

“(D) Income from a contract providing for the servicing of an article, pro- 
vided that a separate charge is made and that the purchaser or owner of the 
article is not obligated to enter into the contract.” 

With respect to estimated expenses, a RETMA witness, Mr. Charles R. Orem, 
Jr., presented testimony on March 18, 1955, before the House Ways and Means 
Committee in hearings on H. R. 4725. We were pleased to see that H. R. 10833 
covered warranty expense, which has been a particular problem in our in- 
dustry, as brought out in the enclosed copies of Mr. Orem’s statement before the 
House Ways and Means Committee. However, as mentioned earlier in this 
letter, we do not agree that any taxpayer should be forced to forgo the deduction 
for costs incurred in the transition year as the price for changing over to a cur- 
rent basis for deducting estimated expenses. Unfortunately, H. R. 10833 would 
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appear to require that; with only minor modification, however, this penalty 
could be avoided. Please note the references to possible “stretchout periods” 
in Mr. Orem’s statement. 

We are encouraged by the consideration being given by your subcommittee to 
problems of prepared income and estimated expenses, and hope that its con- 
sideration will lead to the enactment of fair and workable legislation in these 
areas, with all speed permitted by imperative fiscal considerations. 

Cordially, 


JAMES D. SECREST, 
Executive Vice President. 


(Nore.—The testimony referred to in the above letter has been filed 
with the committee.) 


BAKER, HostTetLerR & PATTERSON, 
Cleveland, Ohio, November 19, 1956. 
Hon. WIiLsur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means, House of Representatives, 
Washington, D. C. 


Dear Mr. Mitts: This is in response to your announcement, on behalf of 
the subcommittee, inviting statements from interested persons concerning pro- 
posed legislation to amend the Internal Revenue Code of 1954. 

There are a number of provisions which are included in the proposed technical 
amendments bill of 1957, released with your statement of October 25, and in 
the staff recommendations released on November 7, 1956, on which I would like 
to offer comments and suggestions. 

For your convenience and consideration, I am making these comments on the 
attached pages, each of which is devoted to a separate subject, as follows: 

1. Employee Stock Option (Sec. 10 of proposed technical amendments bill of 
1957). 

2. Tax on Corporations Improperly Accumulating Surplus (sec. 12 of pro- 
posed technical amendments bill of 1957). 

3. Employee Stock Option (item 22 contained in list released by Congressman 
Mills on November 7, 1956). 

Very truly yours, 
NoRMAN A, SUGARMAN. 


COMMENTS ON PROPOSED CHANGES 


1. Comments on section 10 0 roposed technical amendments bill of 1957—»pro- 
L 
posed amendment to section 421 (a) relating to employee stoch options 


The proposed amendment would clarify the technical application of the statute 
and such amendment would serve a good purpose. However, as contained in 
the proposed bill, the amendment is so drafted as to be almost impossible of 
understanding. It is suggested that further study be given to improving the 
draft. 

In addition, the proposed amendment overlooks a similar technical defect 
in the language of the present law which should be corrected in the process 
of clarifying the law on the point involved in the present draft. This additional 
technical defect may be illustrated by the following case: Corporation X issues 
a restricted stock option to employee A. Thereafter, X forms or acquires Corpo- 
ration Y as a wholly owned subsidiary of X. Mr. A is transferred to Y because 
of his particular abilities as an employee. The stock option to Mr. A appears 
to be a restricted stock option under the last sentence of section 421 (a), even 
though he is now employed by a subsidiary of the corporation granting the 
option. However, section 421 (d) (2) and (3) define parent corporation and 
subsidiary corporation as meaning only such corporations at the time of the 
granting of the option. Therefore, in the example, Y would not seem to be a 
subsidiary corporation (even though it is in fact). There would seem to be no 
good reason in policy for treating Mr. A as no longer having a restricted stock 
option under the circumstances described in the example and the statute should 
be clarified in this regard. At the present time, the statute, if literally applied, 
is a trap for the unwary. 
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2. Comments on section 12 of proposed technical amendments bill of 1957—pro- 


posed amendment to section 535 (b) (2), relating to adjustments to taxable 
income to determine.accumulated taxable income for purposes of the tag on 
corporations improperly accumulating surplus 


The explanation of this amendment is “Subsection (a) eliminates the possi- 
bility of any carryover of charitable contributions above the 5-percent limit 
for purposes of the tax on improperly accumulated surplus.” The proposed 
change in the law, however, goes beyond the stated purpose. The change in the 
law would provide that in computing accumulated taxable income under sec- 
tion 535, the deduction for charitable contributions provided under section 170 
of the code shall be allowed without regard to section 170 (b) (2). This not 
only eliminates the possibility of any carryover of charitable contributions above 
the 5-percent limit, but also eliminates the possibility of any carryover whatso- 
ever. For example, corporation X may have contributed 10 percent of its taxable 
income to charity in 1955 when it was not taxable under the provisions of see- 
tion 531. Assume that in 1956 corporation X is taxable under section 551 and 
also that in 1956 corporation X made no charitable contributions. Under the 
present 1954 code, corporation X could deduct the excess (5 percent) charitable 
contributions made in 1955 and such excess could be deducted in 1956 in an 
amount which may still be less than 5 percent of its taxable income for 1956. 
The proposed amendment under section 12 of the bill would disallow the deduc- 
tion completely for 1956, a result not referred to in the explanation or summary 
of the bill. It is suggested that there is little reason in policy so to penalize 
a corporation so taxable for the first time under section 531 and accordingly 
the draft should be reexamined with this in mind. 


» 


5. Comments on item 22 contained in list released November 7, 1956, restricted 
stock options 


The subject of restricted stock options is included in the list released November 
7 as one of the problems under the new 1954 code provisions. The list discusses 
certain aspects of variable price options, but fails to take into consideration one 
of the basic problems involved in a type of variable price option. In the case of 
smaller corporations which do not have a listed stock, efforts to comply with the 
stock option provisions of the law are particularly difficult because no assurance 
can be given or obtained that the option price is 85 percent or more of the fair 
market value of the stock. As a practical matter, this means that stock options 
are of little avail to the smaller corporations and that the present law gives an 
advantage in attracting and keeping valuable personnel to the larger corpora- 
tions with listed stocks. 

The stock-option provision should be amended by including in the definition of 
a restricted stock option, or elsewhere in section 421, a provision which would 
permit a stock option to be issued at 85 percent or more of the option price at the 
time of the grant, even though the option price is fixed only as a percentage of the 
then value of the stock, or is fixed at a dollar figure with a required upward 
adjustment should that figure turn out to be less than 85 percent of the value of 
the stock at the time of the grant as determined for Federal income tax purposes. 
Such a contract would be enforceable under the State law and would comply with 
the policy and spirit of the stock-option provisions. Relief of this type is neces- 
sary to equalize the opportunities available to both small and large corporations 
in providing an incentive to employees through stock options. As an alternative, 
the statute may directly provide, or may authorize the issuance of regulations to 
provide, a method of valuation which would be recognized by the Internal Revenue 
Service for valuing an unlisted stock so that at the time of the issuance of the 
stock option the employer and the employee would be assured that the option 
price is 85 percent or more of the value of the stock. 

Another additional problem in the stock option field which exists under the 
new 1954 code provisions relates to the modification of a stock option, covered by 
section 421 (e) of the code. In general, section 421 (e) provides that a modifi- 
cation shall be treated as the granting of a new stock option. There are certain 
exceptions for corporate liquidations and reorganizations and for amendments 
to stock options to prevent assignability in accordance with the new 1954 code 
provisions. However, the test of whether any other amendments result in a new 
stock option must be found under the definition of “modification” in section 421 
(e) which reads as follows: “The term ‘modification’ means any change in the 
terms of the option which gives the employee additional benefits under the 
option * * *.” This language causes considerable confusion because it is not clear 
as to whether a minor change in a stock option which may have an incidental 
benefit will result in a new stock option under the law, and it is also not clear 
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as to the meaning of the law in a case where there is a “package amendment” with 
incidental benefits, but greater detriments to the employees. In the latter case 
it is not clear whether any incidental benefits will take the stock option out of sec- 
tion 421 or whether the effect of the amendments must be determined by bal- 
ancing benefits and detriments and determining on an overall basis whether there 
are ‘additional benefits” to employees from the changes. Actual cases have arisen 
in which for bona fide business reasons the employer corporation is required to 
amend a stock option so that the overall effect of the amendments is to the detri- 
ment of the employee although there may be some incidental benefit if one term of 
the amendment, standing by itself, were considered without regard to the overall 
effect. In such case, the employee should not be penalized by having both a stock 
option which is no longer as beneficial in the overall and losing the benefits of sec- 
tion 421. Section 421 (e) should permit amendments of stock options as long as 
the amendments do not confer additional benefits with regard to terms which are 
basic to the nature of a stock option which qualifies under section 421. These 
terms are the (1) option price, (2) the shares of stock subject to the option, and 
(3) the requirement of exercise within 10 years from the date of the grant. As 
long as an amendment does not grant the employee any greater benefits in these 
three respects, then the amendment should be permitted. For example, if a 
restricted stock option is granted, which in all respects qualifies under the code, 
but it contains a provision that the option is available for only 5 years from the 
date of the grant, and thereafter the option is amended to make available 6 years 
from the date of the grant, the amendment should not cause the agreement to be 
considered as a new stock option. The original option could have been granted 
for 6 years and there is nothing in the policy of the law which would make the 1- 
year extension so evil as to impose the hardship on the employee of having the 
amendment treated as a new stock option. The present law is administratively 
unworkable and of uncertain application to employers and employees and accord- 
ingly should be amended to permit a more realistic approach to the problem which 
permits amendments of a type which could have been included in the terms of 
the original stock option at the date of the grant so long as they do not expand 
the employee’s rights with respect to the shares of stock which may be pur- 
chased nor change the option price (except as is presently authorized under sec- 
tion 421 (e)) or grant a period of time for exercise beyond the original 10 years 
as provided under the present law. 


MEMORANDUM REGARDING CERTAIN ITEMS IN LIST OF SUBSTANTIVE UNINTENDED 
BENEFITS, BY STANLEY S. SuRREY, HaRvARD LAW ScHOOL 


I. Gifts to Charity—Topics 1, 9, 10, 26 


It is interesting to observe that four of the substantive unintended benefits in 
the list relate to aspects of the deduction for charitable contributions. This is 
simply an illustration of the fact that many ingenious schemes for manipulating 
the intricate provisions of the Revenue Code to gain an unintended benefit in- 
volve a “gift to charity” as the culmination of the scheme. The reason for this 
resort to gifts to charity to cap the scheme lies in a significant aspect of the 
deduction for charitable contributions (the term being used to cover all deductible 
gifts to exempt charitable, religious, educational, etc., organizations). This de- 
duction, in the case of gifts of property, is allowed for the amount of the value 
of the property. At the same time, if that value is in excess of the taxpayer’s 
cost for the property, the difference between cost and value is not included in the 
taxpayer’s income. The taxpayer thus receives a double tax benefit from the 
deduction. He is able to use the value of the property as a deduction to offset 
his taxable income. At the time time, he need not pay a tax on the appreciation 
of the property in his hands which brought about the value which he utilizes 
in his deduction. 

The merits of this double tax benefit are debatable. There is obviously much 
to be said for the charitable deduction itself, so that the tax benefit secured by 
a deduction for this personal expenditure of the taxpayer unrelated to his profit- 
seeking activities can be justified by the social policies served through this 
grant of deduction. But it is quite questionable whether these social policies 
justify the second tax benefit obtained through the failure to include in the 
taxpayer’s income any appreciation in value of the property. There would 
seem to be something illogical about a tax system under which a taxpayer’s cash 
position can be improved by giving away an appreciated asset to charity as 
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against selling the asset and keeping the proceeds. Yet this is the result under 
many a gift of property to charity. 

Further, the combination of these two rules—a deduction for the value and 
the exclusion of the appreciation from income—obviously breed tax schemes, 
If the taxpayer is able to build up the value over his cost, he gets a deduction for 
that value. If the process of building up that value requires outlays on his part 
which are themselves deductible, then he minimizes the cost of that buildup. 
At the same time any value so built up can be converted into a tax benefit through 
the deduction to charity. Here also the scheme leaves the taxpayer in a better 
cash position than if he had never engaged in the transaction of acquiring the 
asset and giving it to charity. 

The four unintended benefits listed above are simply illustrations of trans- 
actions whose profitability to the taxpayer turns on the failure to include in 
income the appreciation in the value of the property when that value is used to 
measure the deduction for the gift to charity. Topic 1, a gift of an oil payment, 
involves the double benefit of a deduction for the value of the oil payment without 
including in income the difference between that value and the taxpayer’s cost. 
Here the recommendation is apparently to withdraw the benefit of exclusion 
from income. Topic 26 is an illustration of the double benefit in the setting of 
short-term trusts, and the recommendation is to withdraw the benefit of the 
exclusion unless the trust lasts for 10 years. Topic 9, involving the prepayment 
of interest on a loan secured by property later to be donated to charity, is an 
illustration of the incurring of a deductible expense to build up the value of 
property which value will serve as the amount of the charitable deduction. 
Topic 10, involving the payment of interest on a loan secured by a bond and the 
later donation of the bond to charity just prior to an interest payment on the 
bond, is simply another illustration of a similar buildup in value through a 
deductible expenditure.. The recommendation in both these situations is to 
withdraw the interest deduction. 

The proposal that something be done about these four schemes is clearly war- 
ranted. But these 4 schemes are simply illustrations of the kinds of schemes 
that are obviously encouraged by the 2 rules considered earlier. Any such piece- 
meal approach to the problem must thus fall far short of a satisfactory solution. 
A decision to counter taxpayer ingenuity in this area only by resorting to the 
time-consuming process of legislation to stop—prospectively—specific schemes 
after they have spread is hardly a firm blow at tax manipulation. In fact, it 
offers encouragement to the ingenious spinners of schemes since it withdraws 
any in terrorem weapons. 

One overriding solution for these schemes would be the withdrawal of the 
double benefit now obtainable on a gift to charity and thus to require the inclusion 
in income of any appreciation in value of the donated property (strictly, any 
excess of value over tax basis). Probably most gifts to charity are in cash, 
anyway, so that the charities would not be too seriously affected. But it may be 
thought that this solution goes too far, in that it might seriously affect charities. 
Moreover, where a capital asset is involved, the benefit of the exclusion of the 
appreciation from income is at a 25-percent rate. Probably most gifts to charity 
in the form of property are those of securities and real estate, both capital assets. 
Hence, continuation of the double benefit for capital assets might so be 
rationalized. 

But where the asset involved is an ordinary income asset, so that the exclusion 
can be at top surtax rates, the double benefit cannot be so defended. In fact, the 
recommendations for topics 1 and 26 explicitly recognize this conclusion, for 
they simply withdraw the double benefit. But there is nothing in income from 
oil payments or from trust assets that differentiates it from other income items. 
The clear logic of these recommendations is that the double benefit should be 
withdrawn from all gifts to charity where the gift at least involves an ordinary 
income item as distinguished from a capital asset. It is difficult to see why this 
broader solution should not be adopted rather than adopting barriers for only 
two illustrations of the problem. At the same time, the double benefit could be 
preserved for capital assets if that step were thought desirable. 

However, if the double benefit is to be preserved for capital assets, there is 
no justification for allowing a deduction for expenditures which go to build up 
the value of those capital assets. Here also the recommendations for topics 


1 Parenthetically, it is not clear why the accrued interest is thought, presumably, not to 
be includible in the taxpayer’s income, since cases have held a donor taxable on the gift of 
property with accrued income. Austin v. Commissioner, 161 F. 2d 666 (6th Cir., 1947) ; 
Anthony’s Estate v. Commissioner, 155 F. 2d 980 (10th Cir., 1946). 
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9 and 10 recognize this conclusion, for they deny a deduction for such expendi- 
tures in two situations. But here also it would appear that these two situations 
do not exhaust the field, and the logic of the recommendations is again to validate 
the broader rule. Accordingly, it would seem appropriate to adopt the rule which 
these recommendations illustrate, rather than merely to write into the code 
two illustrations of the rule. 


IT. Interest deduction—T opics 9, 10, and 21 


It is interesting to observe that three of the unintended benefits listed involve 
the deduction for interest. In each of the three situation an interest expense 
is the start of the tax scheme present. This expense is incurred, of course, be- 
cause as the scheme unfolds a substantial advantage will be obtained through 
some provision of the tax law, such as a deduction for gifts to charity as in topics 
9 and 10, or the realization of appreciation in value at only capital gain rates, 
as can occur under topic 18 involving coupon bonds though it is not mentioned 
in this form, or the accumulation of income under nontaxable circumstances, 
as in topic 21 involving life insurance and annuities. But the expense is also 
willingly incurred because most of it can be charged to the Government through 
the tax deduction against ordinary income taken for the interest expense. 

Here again the recommendations involve solutions which go only to correction 
of the particular situations discussed. However, since many schemes in this 
area involve an abuse of the interest deduction as stated above, it would not 
seem an adequate defense merely to deal specifically with one or two illustrations 
of the schemes. Instead, the illustrations dealt with should be regarded only 
as illustrations, and the solutions considered for the illustrations in turn be 
regarded as aids to the formulation of a more general rule. Essentially, these 
tax schemes must inevitably flourish under our intricate tax code unless there is 
some in terrorem provision which puts in jeopardy the assertion that the scheme 
will work with certainty. Such a provision is a helpful tool which a tax lawyer 
can use to cool down a client’s enthusiasm for a scheme kindled by the optimism 
of the bond salesman or insurance salesman or “gimmick” salesman pushing the 
scheme. To be sure, such a provision may raise problems here and there for 
the cautious in a genuine business transaction. But the ruling procedure of 
the Service is available for these genuine business transactions. Most tax law- 


yers would, it is believed, prefer to choose working under a Service ruling 


procedure as against being left defenseless before the “gimmick” salesmen now 
working on their clients. 

Consequently, the search here should be for a broader solution. Such a solu- 
tion would involve in part an expansion of sections 264 (a) (2) and 265 (2), as 
the recommendation under topic 21 appears to suggest. It would also seem to 
involve a disallowance of the interest deduction where the transaction lacks 
business reality—or, in other words, where the only reality involved is the 
planned combination of a deduction for interest and a sale at capital gain rates, 
a charitable contribution, or the like. This is essentially saying that the de- 
duction should be disallowed where the interest expense is incurred for tax 
avoidance purposes. However, if such a general standard is used some guides 
should be offered in the statute of the nature of the tax avoidance involved, and 
hence the explanatory references to such planned combinations of tax provisions 
should be made in the code as examples of the target sought by the Congress. 
While such general provisions obviously involve some problems, it is very doubt- 
ful whether real success can be achieved in this area unless the search for a 
generalized solution largely operating in terrorem is vigorously pushed. 


IIT. Life-insurance policies and the estate tar—Topic 27. 


Topic 27 relates to the appropriate treatment of life insurance under the 
estate tax. As is stated in the discussion of the topic, the 1939 Code embodied 
alternative tests under which insurance on the life of the decedent was included 
in his taxable estate if he died possessing incidents of ownership in the insurance 
or if he had paid the premiums. Where the premiums had been paid, the entire 
amount of the insurance was included. The 1954 Code eliminated the premium 
payment test. The recommendation is to restore the premium payment test,’ 


* The recommendation itself does not refer to any pegyment of premiums by the decedent, 
but presumably this is implied. 
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but only as to the difference between either the reserve or the cash surrender 
value at death and the face amount. 

This recommendation is clearly justifiable. In fact, complete return to the 
1939 Code would be warranted. Apparently the limitation to the reserve or 
cash surrender value is in recognition of the beneficiary’s ability to secure that 
amount by surrender of the policy, though such surrender seldom occurs. 
In any event, whether it be the 1939 version or the suggested version of the 
premium payment test, such a test for inclusion of the insurance in the gross 
estate is proper. Life insurance is probably the one asset commonly regarded 
by the average person as testamentary in nature. In the case where the insured 
has given away all his interest in the insurance, still the face amount of that 
insurance can Only be obtained at his death. It is only then that the beneficiary 
can obtain possession and enjoyment of that amount. At that time the in- 
surance thus stands in no different light from the other assets of the decedent 
of which his heirs and beneficiaries take possession. The transfer is an obvious 
illustration of a transfer intended to take effect at death and it is sensible for 
a Congress to include such transfers under an estate tax along with the transfer 
at death of the other assets. Moreover, the complete transfer of insurance 
during life is a phenomenon created by the tax laws, rather than an accepted 
and traditional pattern of family property arrangements. It is proper for the 
estate tax to take cognizance of traditional and socially desirable property 
patterns so that the tax rules do not unnecessarily disturb those patterns. But 
there is no occasion for an estate tax to introduce tax-motivated distortions into 
family arrangements. 

However, the Treasury recommendation in seeking to restore the premium 
payment test meets only one aspect of the basic problem created by the 1954 
Code rules. The essence of the transfer by the insured during his life of his 
interest in his life insurance while at the same time paying the premiums is 
simply the accumulation of a fund of money in the insurance company which 
at the insured’s death will pass to the beneficiary. But suppose the decedent 
had during his life transferred money to a trust company to accumulate the 
income until he died, and then to pay all to a named beneficiary. The two 
arrangements are obviously similar and the 1939 Code recognized the similarity 
by including the trust in the gross estate as well as the life insurance. Thus, 
life insurance was in this respect treated under the 19839 Code as was any other 
asset which, though completely given away by the decedent during his life, 
could come into the beneficiary’s possession and enjoyment only at the decedent's 
death. Any assertion in this regard that life insurance was discriminated 
against under the 1989 Code is simply erroneous. But the 1954 Code removed 
the taxation of the accumulation trust by requiring the retention, in section 
2037 (a) (2), of a reversionary interest in this situation. 

The Treasury recommendation in topic 27 that life insurance given away by 
the decedent in his lifetime should be included in his gross estate is thus equally 
applicable in principle to the accumulation trust situation. Consequently, the 
logic of the recommendation would require, and properly so, the elimination of 
section 2037 (a) (2). If that were done, the gross estate would include, under 
section 2087 (a) (1), all property transferred by the decedent during life where 
possession or enjoyment of the property could be obtained only by surviving the 
decedent. Life insurance transferred during life is one illustration of such a 
property transfer, though it is the most significant illustration. Since the 
Treasury recommends that this illustration be reached, it would be appropriate 
to restore the 1989 rule in full. This restoration would foreclose any argument 
that life insurance given away during life was being treated differently from 
other assets given away during life but passing in enjoyment to the beneficiary 
at the donor’s death. 

Another illustration of the general situation is that of an annuity purchased 
by the decedent or obtained through employment by the decedent where all the 
annuity payments are to commence to named beneficiaries on the decedent’s 
death. Such annuities, consistent with the 1954 Code rejection of the premium 
payment test for insurance and the requirement of a reversionary interest in 
the accumulation trust case, are presumably now excluded from the gross 
estate under section 2089 (a), the annuity section, because the decedent re- 
tained no interest. Yet, since the beneficiary can obtain the annuity only 
on the decedent’s death, the case is another version of a transfer taking effect at 
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death. Hence, if the premium payment test is to be restored for life insurance, 
section 2039 (a) should likewise be changed to reach these annuities. 

The restoration of the premium payment test for life insurance would in 
essence return to the 1939 Code treatment in the case of the most significant 
transfer given away completely during life but taking effect in enjoyment only 
at death. The changes above suggested for sections 2037 and 2039 are simply 
complementary changes in the remaining transactions in this area. They would 
thus restore the 1939 Code rules in full in this respect rather than for life insur- 
ance alone. 


IV. Multiple trusts—Topic 16 

Topic 16 involves the intricate problem of multiple trusts. While available 
information on this matter is somewhat sketchy, the muitiple-trusts device ap- 
pears to be a growing method of tax avoidance, The term “multiple trusts” 
can cover a number of patterns. Thus, it may refer to the division of assets 
among a large number of trusts having common beneficiaries. The income of 
these trusts is accumulated for a number of years and ultimately distributed to 
the beneficiaries. The grantor’s purpose here in multiple trusts is to build up 
the fund through the utilization of the lower bracket rates for each trust resulting 
from the division of income among many trusts. Or, the grantor may have a 
single asset which has greatly appreciated in value which he desires to sell. 
Assuming that its sale would produce ordinary income, the top bracket rates 
on that income can be avoided by giving each trust an undivided interest in the 
asset, so that the taxable profit realized on the sale is now divided among many 
trusts and falls in the lower brackets of those trusts. The trusts then accumu- 
late the income for their beneficiaries. 

A different pattern of multiple trusts may be utilized to avoid the impact of 
the 1954 Code throwback rule respecting accumulation trusts, subpart D of part 
1 of subchapter J. This throwback rule was adopted to prevent tax avoidance 
through the accumulation of income in a trust for several years with subsequent 
distribution in 1 year to a beneficiary whose tax bracket is higher than that of 
the trust. The throwback rule in essence is intended to produce the tax situation 
that would have resulted if the trust income had been currently distributed. 
The trust throwback rule is, in a sense, an adaptation to the accumulation trust 
of the throwback rules earlier evolved for compensation earned over a period of 
time but paid in 1 year, section 1301, or for royalties received in 1 year for a 
hook which took several years to write, section 1302, or for back pay paid in 
1 year, section 1303. However, partly for administrative convenience in the 
trust area and partly for reasons which are*hard to fathom, a number of excep- 
tions were adopted in the trust throwback rule. Thus, a deduction of accumn- 
lated income in an amount less than $2,000 is not subject to the rule. Further, 
the throwback rule reaches only 5 years into the past, so that a distribution of 
accumulated income traceable to an earlier period is not reached by the rule. 
Still further, accumulated income distributed on the termination of a trust 
which has existed for more than 9 years is not subject to the rule. Also, an 
exception is created for accumulations during the minority of a beneficiary. 
Given these exceptions, an ingenious pattern of multiple trusts can be worked 
out which utilizes the combination of multiple trusts and the exceptions so as 
completely to avoid the throwback rule or materially reduce its impact. 

The attack on multiple trusts could begin by eliminating the exception for 
termination distributions in the case of trusts terminating after 9 years. It 
is difficult to find any justification for this exception. Under it a trust can be 
created to last 10 years and a day (the additional year and a day takes the 
trust past other obstacles) under which the accumulated income is subject only 





3It would be appropriate at the same time to eliminate sec. 2039 (c), which exempts 
from estate-tax annuities under qualifying employee pension plans. The rules for quali- 
fying employee pension plans were written to solve income-tax problems and have no rela 
tionship at all to what assets should be included in the gross estate. While the 1954 Code 
rules as to transferred life insurance, accumulation trusts and annuities commencing only 
at death relieve these transfers from estate tax, the transfers are at least left subject to 
gift tax. But the qualiffying plan annuities in effect are relieved of both gift and 
estate taxes. There would seem no justification at all for this preference, and its elimina 
tion would, with the adoption of the Treasury recommendation for life insurance and the 
complimentary changes suggested above, remove the serious inroads on estate tax equity 
made by the 1954 Code. 
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to the lower brackets of the trust. Such trusts serve no useful nontax ends and 
are simply artificial devices spawned by the tax rules. Where the trust meets 
legitimate family needs and is a long-term trust, it could be contended that the 
trust should not, on termination after a very long period of existence, be put 
to the inconvenience of the 5-year throwback rule because of the presence of 
some accumulated income. But this viewpoint could be met by limiting the 
exception for termination distributions to those trusts whose existence has 
continued beyond the lives of beneficiaries in being at the time of the creation 
of the trust. If the exception for termination distributions were thus either 
eliminated or confined to trusts of really long duration, then single trusts estab- 
lished to take advantage of the 9-year exception would successfully be blocked. 
3y the same token multiple trust patterns planned to utilize the 9-year exception 
would also be blocked. 

It may be determined that the other exceptions—the $2,000 floor, the limitation 
of the throwback to 5 years and the accumulations during a minority—should 
be retained because of their administrative convenience and justification in the 
case of single accumulation trusts. But there is no warrant for allowing these 
exceptions thus thought justifiable in the case of a single trust to be combined 
with a multiple trust pattern which through this multiplicity distorts the excep- 
tions into complete avoidance of the throwback rule. Hence 1 method of attack 
on such multiple trusts is to allow those exceptions in the case of a beneficiary 
receiving accumulated income only as respects distributions from 1 trust. If 
the beneficiary receives distributions from more than one trust, the exceptions 
will not apply as to the additional trusts. This approach seeks to meet the 
multiple trust problem by removing many of the tax advantages of accumulation 
when the distributions are made to the beneficiary from the various trusts. 

The above approach, by focusing on the distributions, does not reach, however, 
the savings that occur during the existence of the trusts through the lower tax 
rates on the multiple trusts in that period. These lower rates do permit the 
buildup of additional funds simply because more money is available by reason 
of the lower taxes paid. This aspect of multiple trusts can be met only, it would 
appear, by a consolidation at the outset of the multiple trusts under which for 
tax purposes they would be treated as one trust. So treated, their tax brackets 
would be determined by the combined income. This would defeat the tax avoid- 
ance sought through the spreading of the income over the many trusts. At the 
same time, the tax avoidance through accumulation where the beneficiary’s 
bracket is still higher would be met by the operation of the throwback rule. This 
rule would likewise operate on the,basis of treating the several trusts as one 
consolidated trust. It would therefore seem that the suggestion above of allow- 
ing a beneficiary the exceptions from that rule only as to distributions from one 
trust would not be needed. If subsequent study shows that both approaches are 
necessary, they could well be combined. 

Here, apart from some difficult problems of mechanics, the principal question 
is that of which trusts should be so combined. Essentially, the vice in this 
multiple-trust situation is the creation of a number of trusts each accumulating 
income for the same beneficiary or group of beneficiaries. Thus, several trusts 
to accumulate income for my son John would be an illustration. But one trust to 
accumulate income for my son John and another trust to accumulate income 
for my son James would not, in view of the difference in beneficiaries. This would 
be so even if the ultimate takers in the last situation were the same, as the chil- 
dren of John, unless the primary reason for the accumulation were to benefit those 
children and not John or James so that the accumulated income is expected to go 
to the children and not John or James. 

The problem of consolidation is thus the problem of ascertaining who is the 
beneficiary of the accumulated income as to any particular trust. In many cases 
of multiple trusts this should not be too difficult a task. In others, the task will 
not be easy. In view of the variety of trust patterns available for ingenious 
planners, detailed rules governing the identification of beneficiaries would seem 
unwise. These rules would be intricate and complex, would load the statute with 
considerable detail, and would still constitute a challenge to the schemer. It 
would be preferable to adopt a general rule to be applied case by case. Thus, 
trust income could be regarded as being accumulated for a beneficiary if in the 
normal operation of the trust, under the happening of events reasonably to be 
expected or which are anticipated in the trust instrument, it is a reasonable con- 
clusion that the accumulated income will either be distributed to that beneficiary 
or its disposition will become subject to his control. A class of beneficiaries could 
be treated as a single beneficiary if the interests of the class in the trust make that 
treatment appropriate. 
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This approach, of course, while not difficult of application in many cases, may 
involve problems in complex, discretionary trusts. Here the application of the 
general rule requires some reading of the future. But this reading of the future 
is required under other trust situations today. Thus, where a trust is established 
under which the trustee can pay principal to a beneficiary and at his death the 
fund shall go to charity, the future must be read to ascertain whether it is likely 
that there will be a gift to charity at all. Or if the wife is the beneficiary and 
children are the remainderman, the future must be read to see if the wife will 
obtain the principal since if she will not the split-gift provisions may apply to the 
remainder (Robertson v. Commissioner, 26 T. C.—(No. 29) (1956)). 

It has been suggested, however, that this consolidation or aggregation approach 
should, because of difficulties in some situations, be subject in its application 
to a determination that the principal purpose for the multiple trusts was the 
reduction of tax liability. It is difficult to see, though, why this problem should 
be complicated by a determination of a tax-avoidance or tax-reduction purpose. 
The existence of the multiple trusts in itself serves to reduce taxes as respects 
accumulated income ultimately to go to the same beneficiary, for by hypothesis 
that requirement for consolidation has been found. This being so, it is proper 
to consolidate the trusts for tax purposes, whatever the purpose behind the 
multiplicity of trusts. This view of the desirability of consolidation once the 
prerequisite of the same beneficiary has been met is fortified by the fact that it 
is extremely difficult to find defensible nontax justifications for these multple 
accumulation trusts for the same beneficiary, at least where the same grantor 
is involved. The very searcity of nontax justifications indicates that these 
trusts are very largely, if not almost entirely, a tax phenomenon. Where nontax 
justifications do exists—as where there is an intervivos trust and later a testa- 
mentary trust for the same beneficiary because local law does not permit testa- 
mentary use of the intervivos trust, or perhaps where there is an intervivos trust 
followed by a second intervivos trust for the same beneficiary but with somewhat 
different terms because the grantor has some new ideas or the first trust was 
poorly drafted—still these justifications are not in themselves reasons for not 
consolidating the two trusts for the same beneficiary. It is difficult to perceive 
why there should be tax consolidation where local law permits testamentary use 
of an intervivos trust but not where the local law does not, or where the first 
trust for a minor was carefully planned and drafted but not where a poorer 
job was done. This being so, it is proper to subject the several trusts to a con- 
solidation rule of the general character earlier suggested. 

The mechanics of consolidation could well be spelled out in regulations, as is 
the case with consolidated returns for corporations. Also, illustrations that 
would give explanatory content to the general rule could be set forth in reg- 
ulations. Further, if justifiable nontax reasons for taking some multiple trusts 
out of the general rule could be found, these exceptions could of course be made, 
The main point, at least on the basis of our present knowledge of the area, is that 
the multiple trust for the same beneficiary is so much a tax phenomenon that 
intricate and detailed statutory solution are not here warranted, but rather that 
a strict and general rule is to be preferred. This is not a field where a complex 
code must be tolerated so as to give taxpayers freedom to work out solutions 
for family planning free of rigidities compelled by tax rules. It is rather a situa- 
tion where it is appropriate in the interests of a less complex tax code to require 
persons to take account of the tax rules and not seek ingenious plans of tax avoid- 
ance and reduction. 


V. Sale of life interests—Topie 15. 


Topic 15 relates to the sale of a life interest which the life tenant has obtained 
by gift or bequest. Under the general tenor of the cases and Service rulings in 
this area the life tenant is regarded as having a basis to apply against the 
proceeds of sale. This basis is a proportionate part of the basis of the entire 
property, the part allocated to the life tenant depending on his life expectancy at 
the time of the sale. Further, any excess of the proceeds of sale over that basis 
is regarded as capital gain. As a consequence, the sale of a life interest can be 
a very profitable transaction taxwise. If the life tenant had not sold his interest, 
each yearly payment to him would be taxable in full as ordinary income. His 
interest in the property is merely the right to receive those future payments. 
Let us assume that the value of the property has not changed, and that the life 
tenant’s share of the basis is the commuted value of the future payments. If he 
sells his interest for that value he would have no tax to pay on the sale. He 
could then use the proceeds to invest in an annuity yielding annually what he 
would have received under the trust. But he has through this process obtained 
a basis to apply against the annual annuity payments, whereas he could not have 
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so offset the annual payments under his life interest. If the property has in- 
creased in value and this increase is reflected in his sales price, then the excess 
of the price over his basis is capital gain. Hence, he obtains a basis as to this 
excess at the cost only of the capital gains tax, whereas any increase in the 
annual payments under his life interest would have been ordinary income. 

There is no recommendation made with respect to topic 15. Also, the diffi- 
culty is presumably felt to lie only in the use of a basis on these sales, and 
apparently no objection is made to the capital-gain treatment. 

It would seem clear that the life tenant should not be regarded as having any 
basis to apply against the proceeds of sale. Certainly there is no basis to apply 
by amortization against the yearly payments under his life interest. Hence, 
there is no warrant in permitting a basis to spring up simply because through 
a sale he anticipates those payments. The commentators on this problem have 
recognized this obvious error in the existing situation.‘ 

if a basis were not allowed, the life tenant would have to pay tax on the 
full amount of the sales proceeds. Under present law, however, this tax would 
be at ecapital-gain rates. The American Law Institute proposal in this area 
(A. L. I. Federal Income Tax Statute, February 1954 draft, vol. 1, secs. X229 
(a) (8) and X278 (d)) let the solution rest at this posture, that is, eliminating 
the basis but continuing capital-gain treatment. But if the continuation of this 
favorable capital-gain treatment were to operate as an inducement to sales 
despite the elimination of basis, this solution could then not be regarded as 
fully appropriate. There is no real justification for giving capital-gain treat- 
ment to these anticipations of ordinary income. There has, of course, been a 
lump-sum realization of the future payments, so that treating the realization 
as ordinary income will produce a much greater tax than if the yearly payments 
had been continued. But it is equally clear that capital-gain treatment will 
produce a much lower tax than if the yearly payments had continued, since 
eapital-gain treatment is far more favorable than an averaging treatment. The 
lump-sum realization is the result of the life tenant’s voluntary sale. He cer- 
tainly should not be able by the voluntary sale to pull himself by his own boot- 
straps, as it were, into more favorable treatment based on the lump-sum conse- 
quences of the sale. 

Hence, the proper solution here is that of no basis and an ordinary income 
treatment of the entire proceeds of sale. This solution would presumably com- 
pletely deter life tenants from selling their interests. But it is not at all clear 
why life tenants should be selling their interests. Certainly if the life interest 
were one in a spendthrift trust the life tenant could not sell. We thus pre- 
sumably do not here have powerful nontax considerations militating against the 
tax disadvantages of a sale. However, if in some cases strong nontax considera- 
tions can be advanced in favor of not unduly impeding these sales, the solution 
for the tax barrier presented by realization in 1 year at ordinary income rates 
is not that of capital-gain treatment, for reasons stated above. <A possible solu- 
tion is to attempt to approximate the tax that would have resulted if the life 
tenant had not sold but had continued to receive yearly payments. Here, lack- 
ing knowledge as to future tax rates and the life tenant’s future income level, 
we must look to the past. Thus, we could ascertain what marginal rate was 
applied to the payments in the last 3 years and then apply such an average 
marginal rate so obtained to the proceeds of sale. Perhaps the rule could be 
phrased by allowing the Treasury to find a proper marginal rate by a considera- 
tion of the last 5 years, but not necessarily an average of those years, so as to 
take account of sport years. After all, we are here seeking only a helpful 
amelioration of the consequences of the taxpayer’s sale, and an exact solution 
is, therefore, not required. But even this amelioration of lump-sum realization 
on voluntary sale should not be added as a code complexity unless it can be 
demonstrated that there are compelling situations calling for such a sale as to 
which a failure to grant amelioration would be a considerable inequity. 


VI. Foreign investment companies—T opic 17 


Topic 17 relates to foreign investment companies whose shares are held by 
United States shareholders. Special mention is made here of the Candian in- 
vestment companies, which involve assets in the hundred millions and which 
are predominantly American owned. These investment trusts do not pay cur- 
rent dividends but instead reinvest their current earnings. The resulting ac- 
cumulation is reflected in the increased share value and is ultimately received 


* Kilcullen, Taxing Sales of Life Interests, 5 Miami Law Quarterly 383 (1951); Plumb, 
Tax Effects of Sales of Life Interests in Trusts, 9 Tax L. Rev. 39 (1953). 
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by the shareholders at capital gain rates. 
been transformed into capital gain.® 

There is no recommendation made with regard to this topic. Yet it is plain 
that the continued operation of these companies under present tax rules is a 
clear inroad on the taxation of dividend income at ordinary rates. The code, as 
the discussion under this topie indicates, goes to considerable lengths in the 
case of American corporations to prevent a conversion of dividend income into 
capital gain. Section 531 places a special accumulated earnings tax on corpora- 
tions permitting their earnings te accumulate so as to avoid shareholder taxes 
on dividends. Section 533 makes the application of this tax very likely without 
more in the case of an investment company. Moreover, the treatment under 
subchapter M for regulated investment companies incorporated in the United 
States is such as to make distribution of current income largely imperative so 
as to avert imposition of the corporation tax. The efforts to prevent conver- 
sion of dividend income into capital gain extend also to foreign corporations. 
Thus, the accumulated earnings tax of section 531 applies to foreign corporations 
to the extent they have taxable income from United States sources. Also, if 
the foreign corporation is a foreign personal holding company, its undistributed 
income is included directly in the income of its American shareholders as re- 
spects their shares of that income. The Canadian investment companies escape 
section 531 because they do not have taxable income from the United States and 
they escape the foreign personal holding company provisions because they are 
widely held. They have little or no Canadian tax to pay under the Canadian tax 
laws. 

Given the policy of the United States Code toward regulated investment com- 
panies and corporate accumulations to avoid surtax, there would seem to be 
no reason why that policy should not apply to the Canadian investment com- 
panies. It may be argued that these investment companies serve a desirable 
function in that they facilitate foreign investment and the consequent develop- 
ment of foreign economies. But without considering the pros and cons of the 
bases for this argument, it appears irrelevant. An American investment com- 
pany investing abroad would serve the same purpose, and yet Congress has not 
altered our tax laws to waive the provisions against the accumulation of current 
earnings in such a situation. In effect, by and large our basic tax policy with 
respect to foreign investment has been one of tax neutrality. We endeavor not 
to make the foreign investment more costly taxwise than investment in this coun- 
try. At the same time we try not to give foreign investment tax advantages over 
domestic investment and not to permit the distortion of American tax rules 
through the vehicle of foreign activity. In the light of this policy, the aspect of 
foreignness present as to the Canadian investment companies does not justify 
their being sanctioned under conditions which create an obvious avoidance of 
our tax rules. In effect these Canadian investment companies are simply foreign 
personal holding companies on a large scale. While the personal aspect is lack- 
ing since they are widely held, the concentrated policy of nondistribution is ob- 
tained through their announced policies to that effect. Most of the shareholders 
are here primarily interested largely in that policy and are quite content to 
leave actual investment decisions to management. Finally, there is really little 
actual foreignness in the operating aspects of the Canadian companies. The 
majority of their directors and officers must be Americans, their properties must 
be kept in American banks, their investments are managed by American invest- 
ment counseling firms or their Canadian subsidiaries, and their offerings are 
underwritten by American banking houses. 

In seeking any solution of this problem care must be taken not to limit the 
solution to these large Canadian investment companies. Their size, recent prom- 
inence, and obvious contradiction to our tax policies make them ready targets. 
Yet there apparently are many small foreign incorporated companies holding 
investments for their shareholders with the same tax goals but escaping the 
foreign personal holding company provisions either through having enough share- 
holders to go over the dividing line or through weaknesses in the definition of 
personal holding company income. Hence, any solution which, for example, 
conditions SEC registration on the distribution of current income would reach 
the large Canadian companies but not these smaller foreign investment com- 
panies since the latter are not registered. Also, the solution should not turn 


Hence dividend income in effect has 


°* For a general description see Boehner, Canadian Investment Companies and ‘Tax Sav- 
ings, 9 National Tax Journal 166 (1956). 
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on remedies peculiar to Canada, since other host countries are apparently 
avuilable.° 

One possible solution is to extend the foreign personal holding company rules 
to any foreign investment company majority owned by American shareholders. 
This would leave outside the scope of the provision American minority investors 
in foreign investment companies. If it is considered that this situation be cov- 
ered, then even such minority investors should be reached. Consideration could 
be given to whether this situation should be reached only if the company had 
American management, though it would probably be difficult adequately to define 
such a concept and such limitation would not seem appropriate. While extension 
of the foreign personal holding company rules to foreign companies in which 
American shareholders are a minority may seem extreme, it should be observed 
that the present personal holding company rules (not the foreign personal holding 
company rules) extend to a foreign corporation meeting the tests of investment 
income and a close shareholder group even where only one of its shareholders 
is an American citizen or resident—in fact the American need have only one 
share (sec. 542 (c) (10)). 

At the same time the definition of personal holding company income should 
be strengthened to prevent abuse by the smaller companies. Often companies 
which are predominantly investment companies are able through a small mining 
or other operation to escape the definition of personal holding company income. 
This would leave untouched American investors in foreign corporations which 
were not investment companies and which accumulated their earnings under 
circumstances which would invoke the special accumulated earnings tax if they 
were United States companies or had United States taxable income. If this 
situation is thought serious, the personal holding company technique of treating 
the earnings as distributed to shareholders could here also be applied to the 
extent of the pro rata share of the American shareholders in the earnings improp- 
erly accumulated. Presumably, this treatment would apply only where such 
foreign corporations were majority owned by Americans. For obviously, at some 
point the process must stop. Every Ameriean investor in a foreign corporation 
cannot be pursued just because foreign tax laws are more favorable than our 
own. The above suggestions cover a descending scale of tax policy concern 
respecting American shareholder investment in foreign enterprises. A decision 
thus must be reached as to the point in the scale where other considerations 
offset the tax concern in preventing our tax policies from being avoided or dis- 
torted through foreign investment. Also consideration can be given to a pro- 
vision similar to section 552 (b) of the foreign personal holding company pro- 
visions excepting certain corporations if the Treasury is satisfied that they are 
not being used for tax avoidance purposes. 


AMERICAN GaAs ASSOCIATION, 
New York, N. Y., November 20, 1956. 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
House Committee on Ways and Means, 
Washington, D.C. 
(Attention: The Honorable Wilbur D. Mills, chairman.) 

GENTLEMEN : Pursuant to your invitation of October 25, 1956, for interested 
parties to submit suggested changes in the Internal Revenue Code of 1954, we are 
enclosing suggestions with respect to the following: 

Code section Subject 
Losses. 
165 and 1231 Losses, and Property Used in the Trade or Business and Invol- 
untary Conversions. 
Net Operating Loss Deduction. 
Dividends Received by Corporations. 
Organizational Expenditures. 
368 (a) (1) (B). Acquisition in Reorganization of Stock for Stock. 
381 (c) (5) Carryover of Inventories. 
1552 Earnings and Profits. 
Amended Returns. 


6In retrospect, it would appear that the permission granted by the SEC in 1954 to these 
Canadian companies was unwise. The SEC was required to find that its order allowing 
registration was ‘‘consistent with the public interest.” It is hard to see how this can be 
found when the Treasury regards the situation as an important unintended tax benefit, 
and where the possible solutions might make the Canadian incorporation pcintless or un- 
wise. This would seem to have been an area where tax and SEC policies required coordi- 
nation at the outset, so that the investment activity would not have been permitted to 
start until a satisfactory solution had been reached for both the tax and SEC problems. 
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The association does not, at this time, contemplate making a personal appear- 
ance before your committee. 


Very truly yours, 


C. H. MANN, 
Chairman, Committee of Executives on Tazration. 


(Norre.—The proposals referred to in the above letter are identical 
to those submitted by the Edison Electric Institute in the letter 
appearing below.) 

EDISON ELECTRIC INSTITUTE, 


Atlanta, Ga., November 19, 1956. 
Hon. WILsur D. MILLs, 


Care of Mr. Leo H. Irwin, Clerk, 
Committee on Ways and Means, 
New House Office Building, Washington, D.C. 


Dear Sir: Pursuant to your releases of October 24 and November 7, 1956, the 
Edison Electric Institute is submitting, in triplicate, for your consideration and 
for the record, the following suggested changes in the Internal Revenue Code of 
1954. These suggested changes have been prepared by the Edison Electric 
Institute’s taxation accounting committee. 


Code section Subject 

) Ea ee ieee ee Losses. 

165 and 1231____. Losses, and Property Used in the Trade or Business and Invol- 
untary Conversions. 

WB eke cia Net Operating Loss Deduction. 

Shs dain cladistic Dividends Received by Corporations. 

Wee eke od Organizational Expenditures. 

868 (a) (1) (B)- Acquisition in Reorganization of Stock for Stock. 

$81. (c) (5)---.- Carryover of Inventories. 

Saat Earnings and Profits. 


Amended Returns. 


Comments regarding each of these suggestions are attached. 
Very truly yours, 
C. B. McMANUvsS, 
Chairman, Special Tag Policy Committee. 


SUGGESTED CHANGES IN INTERNAL REVENUE CODE or 1954 
Section 165. Losses 


It is urged that in order to arrive at true corporate net income for any taxable 
year section 165 (g) (3) (A) be amended so that all net losses of corporations 
in investments, when made for the purpose of advancing their main business, 
and which are incidental thereto, will be allowed in full as an ordinary loss in 
the year the loss occurs. 

If the corporate taxpayer owns less than 95 percent of each class of the capital 
stock of a corporation it will not meet the requirements of section 165 (g) (3) 
(A) for an ordinary loss. The fact that capital losses may be carried forward 
for a period of 5 years as an offset to net capital gains in those years does not 
relieve the inequity since utility companies ordinarily do not have substantial 
capital gains. 

Such net losses are usually the result of transactions which are an integral 
and essential part of the corporation’s operations. For example, groups of elec- 
tric utilities have recently organized separate corporations to develop electric 
resources for the Atomic Energy Commission. The electric industry is joining 
chemical companies in research in the development of generating electricity from 
nuclear energy. Also, investments have been made in corporations engaged in 
research for developing new products from natural gas and oil. 


Section 165. Losses 


Section 1231. Property used in the trade or business and involuntary conversions 
Hurricanes, tornadoes, and floods throughout the country point up a continuing 
weakness in our Federal tax system. 
The authority for deduction of losses resulting from fire, storm, theft, or other 
casualty in the 1954 Code is contained in section 165 which allows a deduction 


of “any loss sustained during the taxable year and not compensated for by insur- 
ance or otherwise.” 
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However, section 1231 requires the taxpayer to group these losses in a given 
year with gains or losses which arise from— 

(1) Sales or exchanges of property used in the trade or business held over 
6 months; and 

(2) Involuntary conversion of trade or business properties or of capital 
assets held over 6 months, 

If the total of these items, including losses from fire, storm, theft, ete., pro- 
duces a net gain for the taxable year, such gain is taxable under present rates 
at 25 percent. Where the net result is a loss for the taxable year, such loess is 
fully deductible against ordinary income, reducing the amount taxable by 52 per- 
cent at present rates. 

Accordingly, if a corporation sustains a loss from a casualty, for example, a 
storm loss which normally would be deductible from ordinary income with 
appropriate tax benefit of 52 percent, it is compelled to apply such loss against 
any gains from sales or exchanges of property used in trade or business which 
happen to occur in the same year, thus reducing the tax benefit of the loss to 
25 pereent. 

Fire, storm, and other losses are occurrences which by their nature call for the 
fullest possible tax relief. Obviously, the taxpayer cannot deliberately control 
the point of time they are ineurred so as to obtain the maximum tax benefit. 
A storm, for example, giving rise to a loss to a calendar-year taxpayer, should 
afford the same measure of tax relief whether it strikes on December 31 or Jan- 
uary 1, and there is no reason why the tax result should be influenced by a wholly 
unrelated transaction that happens to have been consummated during the same 
year. 

The inequitable result described may be remedial by amendment by section 
1231 (a) (2) as follows: 

Striking out the words “destruction, in whole or in part, theft or seizure or” 
and adding the following: 


“(3) only the excess of gains over losses upon the destruction in whole or 
in part or theft or seizure of property used in the trade or business or capital 
assets held for more than six months shall be considered for the purpose of 
this subsection, and 

“(4) the excess of losses over gains upon the destruction in whole or in 
part or theft or seizure of property used in trade or business or capital assets 
held for more than six months shall be deductible under section 165.” 


This amendment would permit deductions for casualty losses to stand alone 
under section 165 as intended. 


Section 172. Net operating loss deduction 

Under this section taxpayers are permitted a net operating loss carryover 
to 5 successive taxable years. Section 7701 (a) (23) defines “taxable year” to 
include, inter alia, to fractional part of a year. Thus, a taxpayer which has 
been filing separate returns is required to file a separate return for a fractional 
part of a year prior to its inclusion in a consolidated return where the taxpayer 
became a member of the affiliated group in the middle of its taxable year (de- 
termined without affiliation). See Consolidated Regulations, sec. 1.1502-13 (g).) 
The taxpayer in this situation would be permitted a carryover to only 4 calendar 
years. This is inequitable when compared with a taxpayer each of whose 
taxable years contains 12 months. The latter taxpayer would have 5 calendar 
years to carry over a net operating loss. 

Section 172 should make it clear that the term “taxable year” refers to either 
5 calendar or 5 fiscal years of 12 months each to which the taxpayer is entitled 
to carry over its net operating loss. 

The committee reports on this section 172 refer to 5-year carryovers and not to 
carryovers to 5 taxable years. 
Section 243. Dividends received by corporations 

Section 243 of the Internal Revenue Code continues to tax 15 percent of the 
dividends received by one corporation from another domestic corporation. 

Historically, payments of intercorporate dividends have been treated for 
Federal income-tax purposes as nontaxable transfers of funds from one corpora- 
tion to another. Prior to the Revenue Act of 1936, a corporation receiving divi- 
dends incurred no tax thereon. Full recognition was given to the principle that a 
corporate tax had already been paid upon the earnings distributed as dividends. 

The Revenue Act of 1936 subjected 15 percent of intercorporate dividends to 
tax. In 1936, with a corporate income-tax rate of only 15 percent, the effective 
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tax rate on intercompany dividends was only 2.25 percent. Under the present 
52 percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much heavier 
than when first imposed. 

The burden of the tax is particularly onerous upon a public-utility system. 
Legal and operating considerations, State laws, requirements of corporate char- 
ters and franchises, operation of the regulatory process, and the like contribute 
to the necessity of separate corporations as a fully integrated and closely affi- 
liated. utility system operating in several States. The considerations named 
may prevent the creating by merger of a single corporation. The same con- 
siderations, plus the stock ownership requirements of section 1504, may prevent 
the filing of a consolidated return. 

The chain of taxation may be shown thus: 


Corporation S with a net income before tax of $1 million pays a tax of__ $520, 000 
S disburses its remaining net income in dividends to corporation P, the 
latter paying thereon a tax of 7.8 percent ; ._ 37,440 


ON he i ._ 557, 440 


The income has been taxed at 55.7 percent and, of course, the effective rate 
increases progressively if the corporate chain is longer. Moreover, when the 
income passes to the parent corporation’s stockholders there is a further impo- 
sition of normal tax and surtax at high rates. The inclusion of a penalty tax 
in this chain of taxation is wholly without justification. 

The inequity should be corrected by allowing a deduction for dividends received 
of 90 percent for 1957, 95 percent for 1958, and 100 percent for 1959 and subse- 
quent years. 


Section 248. Organizational expenditures—capital stock issuance erpense—reor- 
ganization erpense 


Section 248 of the Internal Revenue Code provides that certain organizational 
expenditures of a corporation may, at its election, be treated as deferred expenses 
and amortized over not less than the first 5 years of the corporation’s existence. 

However, this provision does not permit the deduction of expenses incident 
to the issuance of capital stock, such as: Securities and Exchange Commission 
filing fees; State corporate filing fees ; State regulatory filing fees ; Federal taxes; 
legal, engineering, and accounting services; investment counsel fees; transfer 
agent and registrar fees; printing; engraving ; advertising ; and other expenses in 
connection With issuance of capital stock. 

Large amounts of new money are required continually in the development and 
expansion of the utility industry. The recurring issuance of stock is thus a 
regular part of the utility business, and expenses associated therewith are just 
as mInuch an ordinary and necessary expense as any other operating expense. 
It is equitable, therefore, that these expenses should be permitted as a deduction 
in the determination of net income when they are such an integral part of the 
year-by-year operations of most utility companies. 

Section 248 also denies a deduction for expenses incident to the reorganization 
of a corporation. It would appear that reorganization expenses fall into the same 
general category as organization expenses, and little reason is perceived for 
treating them differently. It appears equitable, therefore, that reorganization 
expenses should be permitted as a deduction in the same manner as organization 
expenses. 

The code should be changed to permit an election to deduct currently or 
amortize all of the expenses of issuing capital stock, all expenses incurred in 
organizing a corporation, and all expenses incident to a reorganization 


Section 368 (a) (1) (B). Acquisition in reorganization of stocl 


Section 368 (a) (1) (C) defines a form of reorganization as being tl 
tion by a corporation in exchange solely for all or a part of its votin 
the voting stock of its parent of substantially all of the properties 
corporation. 

Section 368 (a) (1) (B) defines a form of reorganization as the acquisition of 
stock of another corporation solely for voting stock, provided the acquiring cor 
poration has control of the acquired corporation, whether or not the acquiring 
corporation had control immediately before the acquisition 

The latter section should be amended to permit a corporation to acquire stock 
in exchange for part of its own stock and part of its parent's stock. There is 





446 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


However, section 1231 requires the taxpayer to group these losses in a given 
year with gains or losses which arise from 
(1) Sales or exchanges of property used in the trade or business held over 
6 months; and 
(2) Involuntary conversion of trade or business properties or of capital 
assets held over 6 months, 

If the total of these items, including losses from fire, storm, theft, etc., pro- 
duces a net gain for the taxable year, such gain is taxable under present rates 
at 25 percent. Where the net result is a loss for the taxable year, such less is 
fully deductible against ordinary income, reducing the amount taxable by 52 per- 
cent at present rates. 

Accordingly, if a corporation sustains a loss from a casualty, for example, a 
storm loss which normally would be deductible from ordinary income with 
appropriate tax benefit of 52 percent, it is compelled to apply such loss against 
any gains from sales or exchanges of property used in trade or business which 
happen to occur in the same year, thus reducing the tax benefit of the loss to 
25 pereent. 

Fire, storm, and other losses are occurrences which by their nature call for the 
fullest possible tax relief. Obviously, the taxpayer cannot deliberately control 
the point of time they are ineurred so as to obtain the maximum tax benefit. 
A storm, for example, giving rise to a loss to a calendar-year taxpayer, should 
afford the same measure of tax relief whether it strikes on December 31 or Jan- 
uary 1, and there is no reason why the tax result should be influenced by a wholly 
unrelated transaction that happens to have been consummated during the same 
year. 

The inequitable result described may be remedial by amendment by section 
1231 (a) (2) as follows: 

Striking out the words “destruction, in whole or in part, theft or seizure or” 
and adding the following: 


“(3) only the excess of gains over losses upon the destruction in whole or 
in part or theft or seizure of property used in the trade or business or capital 
assets held for more than six months shall be considered for the purpose of 
this subsection, and 

“(4) the excess of losses over gains upon the destruction in whole or in 
part or theft or seizure of property used in trade or business or capital assets 
held for more than six months shall be deductible under section 165.” 


This amendment would permit deductions for casualty losses to stand alone 
under section 165 as intended. 


Section 172. Net operating loss deduction 


Under this section taxpayers are permitted a net operating loss carryover 
to 5 successive taxable years. Section 7701 (a) (23) defines “taxable year” to 
include, inter alia, to fractional part of a year. Thus, a taxpayer which has 
been filing separate returns is required to file a separate return for a fractional 
part of a year prior to its inclusion in a consolidated return where the taxpayer 
became a member of the affiliated group in the middle of its taxable year (de- 
termined without affiliation). See Consolidated Regulations, sec. 1.1502-13 (g).) 
The taxpayer in this situation would be permitted a carryover to only 4 calendar 
years. This is inequitable when compared with a taxpayer each of whose 
taxable years contains 12 months. The latter taxpayer would have 5 calendar 
years to carry over a net operating loss. 

Section 172 should make it clear that the term “taxable year” refers to either 
5 calendar or 5 fiscal years of 12 months each to which the taxpayer is entitled 
to carry over its net operating loss. 

The committee reports on this section 17 
carryovers to 5 taxable years. 


2 refer to 5-year carryovers and not to 


Section 243. Dividends received by corporations 

Section 243 of the Internal Revenue Code continues to tax 15 percent of the 
dividends received by one corporation from another domestic corporation. 

Historically, payments of intercorporate dividends have been treated for 
Federal income-tax purposes as nontaxable transfers of funds from one corpora- 
tion to another. Prior to the Revenue Act of 1936, a corporation receiving divi- 
dends incurred no tax thereon. Full recognition was given to the principle that a 
corporate tax had already been paid upon the earnings distributed as dividends. 

The Revenue Act of 1936 subjected 15 percent of intercorporate dividends to 
tax. In 1936, with a corporate income-tax rate of only 15 percent, the effective 
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tax rate on intercompany dividends was only 2.25 percent. Under the present 
52 percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much heavier 
than when first imposed. 

The burden of the tax is particularly onerous upon a public-utility system. 
Legal and operating considerations, State laws, requirements of corporate char- 
ters and franchises, operation of the regulatory process, and the like contribute 
to the necessity of separate corporations as a fully integrated and closely affi- 
liated. utility system operating in several States. The considerations named 
may prevent the creating by merger of a single corporation. The same con- 
siderations, plus the stock ownership requirements of section 1504, may prevent 
the filing of a consolidated return. 

The chain of taxation may be shown thus: 


Corporation 8 with a net income before tax of $1 million pays a tax of__ $520, 000 
S disburses its remaining net income in dividends to corporation P, the 
latter paying thereon a tax of 7.8 percent 37, 440 


ot, 


Total _. 557, 440 


The income has been taxed at 55.7 percent and, of course, the effective rate 
increases progressively if the corporate chain is longer. Moreover, when the 
income passes to the parent corporation’s stockholders there is a further impo- 
sition of normal tax and surtax at high rates. The inclusion of a penalty tax 
in this chain of taxation is wholly without justification. 

The inequity should be corrected by allowing a deduction for dividends received 
of 90 percent for 1957, 95 percent for 1958, and 100 percent for 1959 and subse- 
quent years. 


Section 248. Organizational exrpenditures—capital stock issuance erpense—reor- 
ganization expense 

Section 248 of the Internal Revenue Code provides that certain organizational 
expenditures of a corporation may, at its election, be treated as deferred expenses 
and amortized over not less than the first 5 years of the corporation’s existence. 

However, this provision does not permit the deduction of expenses incident 
to the issuance of capital stock, such as: Securities and Exchange Commission 
tiling fees; State corporate filing fees ; State regulatory filing fees ; Federal taxes ; 
legal, engineering, and accounting services; investment counsel fees; transfer 
agent and registrar fees; printing ; engraving ; advertising ; and other expenses in 
connection with issuance of capital stock. 

Large amounts of new money are required continually in the development and 
expansion of the utility industry. The recurring issuance of stock is thus a 
regular part of the utility business, and expenses associated therewith are just 
as much an ordinary and necessary expense as any other operating expense. 
It is equitable, therefore, that these expenses should be permitted as a deduction 
in the determination of net income when they are such an integral part of the 
year-by-year operations of most utility companies. 

Section 248 also denies a deduction for expenses incident to the reorganization 
of a corporation. It would appear that reorganization expenses fall into the same 
general category as organization expenses, and little reason is perceived for 
treating them differently. It appears equitable, therefore, that reorganization 
expenses should be permitted as a deduction in the same manner as organization 
expenses. 

The code should be changed to permit an election to deduct currently or to 
amortize all of the expenses of issuing capital stock, all expenses incurred in 
organizing a corporation, and all expenses incident to a reorganization. 

Section 368 (a) (1) (B). Acquisition in reorganization of stock for stock 

Section 368 (a) (1) (C) defines a form of reorganization as being the acqnuisi- 
tion by a corporation in exchange solely for all or a part of its voting stock or 
the voting stock of its parent of substantially all of the properties of another 
corporation. 

Section 368 (a) (1) (B) defines a form of reorganization as the acquisition of 
stock of another corporation solely for voting stock, provided the acquiring cor- 
poration has control of the acquired corporation, whether or not the acquiring 
corporation had control immediately before the acquisition. 

The latter section should be amended to permit a corporation to acquire stock 
in exchange for part of its own stock and part of its parent’s stock. There is 
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no reason why the parent’s stock should not be used in the same manner us 
permitted by section 368 (a) (1) (C). In addition the section should also pro- 
vide that where stock is acquired under section 368 (a) (1) (B) that a transfer 
of all or a part of such stock to a controlled subsidiary be permitted. 

Section 368 (a) (2) (B) provides that where one corporation acquires sub- 
stantially all the property of another (subsec. (a) (1) (C)) if at least 80 per- 
cent of the fair market value of all the property of the other corporation is 
acquired solely for yoting stock, the remainder of the property acquired may 
be acquired for cash or other property without disqualifying the transaction as 
a reorganization. 

The law should also be clarified to indicate that where a corporation acquires 
control under section 368 (a) (1) (B) of another corporation for stock and 
cash or other property and at least 80 percent of the stock is acquired for voting 
stock of the acquiring corporation then such 80 percent shall be deemed to be 
acquired solely for such voting stock. (See Hubert E. Howard, 24 TC No. 90.) 
Section 381 (c) (5). Carryover of inventories 

The terms “basis” and “method” appear to be used rather loosely here. If it 
is intended that the “method” of valuing inventories used by the transferor 
earries over to the acquiring corporation, this paragraph should be revised 
accordingly. “Basis” is a word of art in accounting and in tax law and should 
not be used in a general way, and certainly not as a synonym for “method.” 


Section 1552. Earnings and profits 


Section 1552 of the 1954 Internal Revenue Code sets forth three specific 
methods of allocating consolidated tax liabilities for the purpose of computing 
earnings and profits of each member of the affiliated group. In addition thereto, 
subsection (a) (4) provides for the allocation of such tax liability by any other 
method selected by the group with the approval of the Secretary or his delegate. 

The Securities and Exchange Commission in rule U-45 (b) (6) permits an 
e2llocation of consolidated tax under either subsection (a) (1) or (a) (2) but 
imposes the limitation that the tax allocated to any subsidiary company shall 
not exceed the amount of tax that would have been payable by such subsidiary 
if it had filed a separate tax return. The rule provides that any “excess” taxes 
that might otherwise be allocated to a particular subsidiary shall be apportioned 
among the other members of the affiliated group, including the parent company, 
in proportion to each member’s tax savings by reason of the consolidation. 

Several public utility systems filing consolidated tax returns for 1954 requested 
the approval of the Commissioner of Internal Revenue under subsection (a) (4) 
for an allocation of consolidated tax liabilities under SEC Rule U-45 (b) (6). 
The Commissioner granted approval of such method of allocation subject to the 
condition that the limitation with respect to the tax allocated to each subsidiary 
shall be based upon the tax of such member computed as if a separate return 
had been filed by such member for the current taxable year, without regard to 
net operating losses sustained by such member in prior or subsequent taxable 
years. Thus, a conflict exists in the method of allocation approved by the Cem- 
missioner and SEC Rule U-45 (b) (6). 

In order to avoid this conflict the code should be amended to provide an 
election to allocate consolidated tax liabilities under SEC Rule U-45 (b) (6). 

There is attached as an appendix a copy of rule U-45 (b) (6) and illustrative 
examples. 


Amended returns 


Present administrative procedure of the Internal Revenue Service provides 
that an amended tax return may not be considered in determining the liability 
of a taxpayer for the taxable year. This procedure sometimes results in undue 
hardship to a taxpayer and complicates and delays the closing of income tax 
returns. 

For example, if a taxpayer files an amended return in the exercise of an 
election permitted by code or regulatory provision with a resulting tax higher 
than that shown on the original return which is duly paid, the Service accepts 
the payment but ignores the amended return. The consequent result is an 
overassessment followed by a refund. Later, upon further consideration of the 
entire case, a deficiency plus applicable interest is assessed. 

Conversely, if under the same circumstances an amended return is filed 
calling for a tax smaller than shown by the original return, either the higher 
tax shown by original return is paid or the lesser tax shown by the amended 
return is accepted by the Director. However, the amended return is not 
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recognized as a return; hence, either an overassessment arises subject to the 
usual lengthy administrative consideration and delay before actual refund, 
or if the lesser tax was accepted the examining agent’s report being based on the 
original return shows a fictitious overassessment which, of course, is not and 
should not be refunded. 

It appears that the most effective approach to remedy this situation would be 
a statutory provision that a return amended solely to the extent required in 
exercise of an election should be accepted in lieu of the return previously filed. 


APPENDIX 


RuLe U-45.—Loans, EXTENSIONS oF CREDIT, DONATIONS, AND CAPITAL 
CONTRIBUTIONS TO ASSOCIATED COMPANIES 


(a) GENERAL PrROvIsIon.—No registered holding company or subsidiary com- 
pany shall, directly, or indirectly, lend or in any manner extend its credit to 
nor indemnify, nor make any donation or capital contribution to, any company 
in the same holding company system, except pursuant to a declaration notifying 
the Commission of the proposed transaction, which has become effective in 
accordance with the procedure specified in rule U-—23, and pursuant to the order 
of the Commission with respect to such declaration under the applicable pro- 
vision of the act. 

(b) Exceptions.—The following transactions shall be exempt from the dec- 
laration requirements of this rule: 

(6) A loan or extension of credit or an agreement of indemnity arising out 
of a consolidated tax return filed by a holding company (or other parent com- 
pany) and its subsidiaries: Provided, That the consolidated tax liability of the 
companies joining in such consolidated tax return shall be allocated among the 
members of the group in accord with either of the methods of allocation pre- 
scribed by subparagraphs (a) (1) and (a) (2) of section 1552 of the Internal 
Revenue Code of 1954: And further provided: 

(i) That the tax allocated to each subsidiary company shall not exceed 
the amount of tax of such company based upon a separate return computed 
as if such company had always filed its tax returns on a separate return 
basis; and 

(ii) That any excess of liability over a separate return tax which would 
be allocated to a subsidiary company but for clause (i) above shall be 
apportioned among the other members of the group. including the holding 
company (or other parent company), in direct proportion to the reduction 
in tax liability resulting to such members as measured by the difference 
between their tax liabilities computed on a separate return basis and their 
allocated portion of the consolidated tax liability. 


Index to allocation of consolidated return tar under Internal Revenue Code 


sec. 1552 (a) (1) and (2), compared with allocation under SEC Rule U 
(b) (6) 


45 


Detail 
Description Column ag 
ule 


Schedule | Column 


A Summary of allocations: 
Income taxable on a separate return basis 
Consolidated taxable income attributable to each member 
of the group 
Allocation under IRC see. 1552 (a) (1) 
Allocation under IRC sec. 1552 (a) (1) modified by SEC 
Rule U-45 (b) (6) 
Allocation under IRC see. 1552 (a) (2) 
Allocation under IRC sec. 1552 (a) (2) modified by SEC 
Rule U-45 (b) (6)__- 
Allocation under IRC sec. 1552 (a) (1) and SEC rule 
Allocation under IRC see. 1552 (a) (2) and SEC rule 
Computation of taxable income and tax on a separate return 
basis: 
Income taxable on a separate return basis _- 
Income taxable on 3 consolidated return basis 
Amount of tax computed on 4 separate return basis 
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ScHEeDULE A.—Summary of allocation of consolidated return tar under Internat 
Revenue Code sec. 1552 (a) (1) and sec, 1552 (a) (2), and comparison with 
method prescribed by SEC rule U-45 (b) (6) 














Consoli- | Aflocation under— 
dated wa nD ae a 
Income taxable 
taxable income Internal Revenue Code | Internal Revenue Code 
ona attribut- sec. 1552 (a) (1) sec. 1552 (a) (2) 
separate able to ad a Se in Se a 
return each mem- 
basis | ber of the Internal } Internal 
group Revenue | SECrule | Revenue SEC rule 
Code sec. | U-45 (b) (6)| Code see. |U-45 (b) (6) 
| 1552 (a) (1) 1552 (a) (2) 
} } | 
(a) | (b) (e) (d) } (e) (f)! 
Subsidiary A--.-.... é ‘ 116, 900 | 116, 900 55, 309 | 55, 288 | 47, 013 47,013 
Subsidiary B a 3, 490,600 | 3,490,600 | 1,651,799 | 1,652,937 | 1,540,529 | 1, 540, 529 
Subsidiary C . 363, 300 363, 300 171, 947 172, 030 | 156, 168 | 156, 168 
Subsidiary D- ab ; .| 1,642,800 | 1, 642, 800 777, 422 | 777, 937 722, 601 | 722, 601 
Subsidiary E és 2 4, 600 4, 600 | 2,115 scese an4 afte it aces 
Subsidiary F 218, 500 | 18, 500 8, 785 |.. ‘ ; ebtidtieaad 3 
Subsidiary G__- 982, 800 982, 800 465, 087 465, 379 430, 437 430, 437 
Subsidiary H 14, 900 14, 900 6, 995 | -_- 7 ; oid 
Subsidiary I-- 5, 094, 100 5, 094, 100 2, 410, 513 2, 412, 193 2, 250, 441 2, 250, 441 
Subsidiary J (177, 600) (177, 600) | - we aii 
Subsidiary K 16, 886, 700 | 16, 886, 700 7, 990, 579 7, 996, 241 7, 470, 834 7, 470, 834 
Subsidiary L _- 16, 400 16, 400 7, 646 4, 920 4, 229 | 4, 229 
Subsidiary M 5, 334, 700 5, 334, 700 2, 524, 385 2, 526,146 | 2,356, 831 | . 2,356, 831 
Subsidiary N ; 411, 700 411, 700 194, 884 194, 983 177, 478 177, 478 
Total subsidiaries ___ 34, 200, 400 | 34, 200,400 | 16, 267,466 | 16, 258,054 | 15, 156, 561 15, 156, 561 
Parent company. 2,519, 880 | (2, 906, 235) 9, 412 1, 110, 905 1, 110, 905 
Total consolidated _-__- 36, 720, 280 | 31, 294,165 | 16, 267,466 | 16, 267,466 | 16, 267, 466 16, 267, 466 


1 Same as col. (e). 


2 Tax computed on income in eol, (c) would be eliminated under operating loss carryforward provisions 
of the Internal Revenue Code. 
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ScHEDULE C.—Allocation of consolidated return Federal income tax under 
Internal Revenue Code sec. 1552 (a) (2) 


Allocation sec. 1552 (a) (2) 
jiaceticdiscastanpcaen aaaminabe: | Allocation 





i Increase | under SEC 
Amount of | | Allocation of | col. (c) over | Rule 
tax based | Ratio | consolidated | col. (a) U-45 (b) (6) 
on separate tax 
return 
(a) 0) 3) (4) (e) 
_- -— —h_ - —— -~— --— — —_—_—_—_—_—_—e— ee ee —_—_--—— — — 
Subsidiary A ee ; $55, 288 | 0. 289 Crees) (1) 
Subsidiary B inanetecuen 1, 809, 612 | 9.470 1 be 1... s..} (1) 
Subsidiary C_- diepanal 183, 416 | . 960 156, 168 |...- Se, (1) 
Subsidiary D incitimcehed 848, 756 | 4.442 | Fee hector Dine (1) 
Re a ctecemule ies csccunitlaeatnes 03ers Sineih edsaibs at : (1) 
OT) ETE ida iee nineee gta. bi oe a ac he (1) 
Subsidiary G_____- ee 505, 556 | 2. 646 OOF t= (1) 
Subsidiary H aa uaeamaae ile Ba lee Py ee ae ee ESTERS 4 - | (1) 
Subsidiary I___ re aee 2, 643, 432 | 13. 834 2, 250,441 |... (1) 
Subsidiary J oeubnat acd aeeenes ers oe ‘ aes Mite wesae cates (1) 
Subsidiary K 8, 775, 584 | 45. 925 1 000M (5-3 (1) 
Subsidiary L_- 4, 920 | . 026 AUP bign occ dons (4) 
Subsidiary M 2, 768, 544 | 14. 488 pe 5 OU eee (1) 
Subsidiary N_- ees: . 208, 584 | 1.091 | 177, 476 \...-- - (1) 
Total subsidiaries os ‘ 17, 803, 692 93.171 | 15,156, 561 i asd aie ae a (1) 
Parent company___-- sack 1, 304, 838 | 6. 829 3, 120, 986 |... ~4--.~5-2-> | (1) 
Total consolidated______- 19, 108, 530 100. 000 > A eee (') 





' 


1 The tax allocated under Internal Revenue Code, sec. 1552 (a) (2) does not exceed the limitation imposed 


by SEC Rule U-45 (b) (6) (i), therefore, the allocation shown in col. (c) meets the requirements of the SEC 
rule. 


ScnHeEDULE D.—Adjusted net income, separate return net income and taza, and 
consolidated return income by companies used to illustrate allocation methods 
under sec. 1552 of Internal Revenue Code of 1954 and revised SEC Rule U-45 
(b) (6) 





| | | 
} | | 














Income Income by | Amount of 
| 85 percent | subject to | Elimina- | companies | tax com- 
| Adjusted | dividend | taxona | tionin | included | putedona 
net income | received | separate | consolida- | in the con-| separate 
credit | return tion | solidated | return 
| basis | income | basis 
(a) |  b) (c) (d) (e) (f) 
Subsidiary A-_- a ee | $116,900 | __......_| $116,900! $55, 288 
Subsidiary B --- | 3,490,600 |-...._-- niaf A ce | 3,490,600 | 1,809, 612 
Subsidiary C__- | ee 363, 300 |. »..--- 353, 300 | 183, 416 
Subsidiary D | 1,642,800 |........----} 1,642,800 |_._- --| 1,642,800 | 848, 756 
Subsidiary E__- 4, 600 |__. on Oe fo osho~2 4, 600 10 
Subsidiary F _--- NS ee ee | 18, 500 | _-- ; aa 18, 500 | 10 
Subsidiary G_- yl i We ccc 982, 800 505, 556 
Subsidiary H- EE Be nucittene en | 14, 900 | _- . 14, 900 10 
Subsidiary I- 5, 094, 100 | 2 ‘ 5, 094, 100 ; 5, 094, 100 2, 643, 432 
Subsidiary J (177, 690) bond .: JCI astocccccant | Crepes 
Subsidiary K- 16, 886, 700 | : 16, 886, 700 |____- = | 16, 886, 700 8, 775, 584 
Subsidiary L---- 16, 400 Seah tested MRM dn ndtonccncnnt 16, 400 | 4, 920 
Subsidiary M 5, 334, 700 | | 5,334,700 |.......-....| 5,334,700 | 2,768,544 
Subsidiary N - ees 411, 700 egal 411, 700 | 208, 584 
Total subsidiaries 34, 200, 400 | 34, 200, 400 pad 34, 200, 400 | "17, 803, 692 
Parent company: 
Dividend income: 
Subsidiaries - - - -- 19, 658, 600 | ($16,709,810)| 2, 948, 790 | ($2, 948, 790) 0 | 
Other 55, 100 (46, 835) | 8, 7 8, 265 


Operating expenses, etc. (2, 914, 590)| 2, 477, 325 | (487,175)| (2, 477, 325) (2, 914, 500) | 


Total parent company 16, 799, 200 a4, 27 9, 320) 2, 519, 880 | (5, 426, 115) @, 906. 235)| 1, 304, 838 





Total consolidated 50, 999, 600 (14, 279, 320) | 36, 720, 280 | (5, 426, 115) “31, 294, 165 “19, 108, 530 
Consolidated return tax 
($31,294,165, at 52 percent | | 

$5,500). cntnondclcssciesinyeaaateelenan ee ree an aoa ee SpE s GO Vowtdndinnccue 








1 Tax computed on income in col. (c) would be eliminated under operating loss.carryforward provisions 
of the Internal Revenue Code. 
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INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, 
Washington, D. C., November 15, 1956. 
COMMITTEE ON WAYS AND MEANS, 
House Office Building, Washington, D. C. 


(Attention: The Honorable Wilbur D. Mills, Chairman, Subcommittee on 
Internal Revenue Taxation. ) 


GENTLEMEN : There are many elections in the Internal Revenue Code of 1954 to 
be exercised by taxpayers. There are also many provisions contained therein 
which are to be made effective under regulations prescribed by the Secretary of 
the Treasury. 

Because of the tremendous amount of work required in the preparation of regu- 
lations under the Internal Revenue Code of 1954, it has not been possible for the 
Internal Revenue Service to complete its studies and reviews and the issuance of 
many final regulations prior to the time that taxpayers must file their original 
income-tax returns. In some cases, regulations issued provide that an amended 
return may be filed within 90 days after regulations have been filed and the tax 
payer is then given the option of amending or changing his election based on this 
amended return. 

Present administrative procedure of the Internal Revenue Service, however, 
provides that an amended tax return need not be considered in determining th: 
liability of a taxpayer for the taxable year. This procedure sometimes results in 
undue hardship on the part of the taxpayer and makes for complications in ad- 
ministering the closing of income-tax returns. 

It appears that the most effective method of remedying this situation would be 
a statutory amendment providing that amended returns which are timely filed pur- 
suant to provisions of the code, or regulations issued thereunder, supersede the 
return filed previously. It is therefore suggested by the Subcommittee on Taxa- 
tion of the Independent Natural Gas Association of America that section 6072 
(b) of the Internal Revenue Code of 1954 be amended to read as set out on the 
attachment. 

It is believed that the suggestion herein made is within the scope of the review 
of the tax laws that your committee is now conducting and it is therefore urged 
that this question be given favorable consideration. This committee will submii 
additional suggestions at such time as you are considering general substantive 
amendments to the Internal Revenue Code. 

Yours very truly, 
W. T. Crare, Jr., 
Chairman, Subcommittee on Tagration. 


SUGGESTED WORDING OF SECTION 6072 (b) AFTER PROPOSED CHANGE 
(Suggested changes in italic) 


Sec. 6072. (b). Rerurns or Corporations.—Returns of corporations under sec- 
tion 6012 made on the basis of the calendar year shall be filed on or before the 
15th day of March following the close of the calendar year, and such returns made 
en the basis of a fiscal year shall be filed on or before the 15th day of the third 
month following the close of the fiscal year. An amended return, which is timely 
filed pursuant to provisions of the Internal Revenue Code of 1954, or Regulations 
issued thereunder, will be considered and treated as the return of the taxpayer for 
the period for which filed, and any return or returns previously filed for the same 
period will be treated as tentative returns or estimates, and payments made by 
the taxpayer before the filing of the amended return in excess of the amount 
shown on the said amended return will be refunded in accordance with the pro- 
visions of Section 6402 (a) Internal Revenue Code of 1954. 


MACHINERY & ALLIED Propucts INSTITUTE, 
Washington, D. C., December 5, 1956. 
Hon. WILBUR MILLS, 
Chairman, Subcommittee on Taration, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. Mriits: In connection with hearings on the Internal Revenue 
Code of 1954 just concluded by the Subcommittee on Internal Revenue Taxation 
of the House Committee on Ways and Means, it is our understanding that inter- 
ested parties are privileged to submit, in writing, for the record, their views on 
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clerical and technical errors, ambiguities, and unintended hardships and benefits 
related to the 1954 code. 

We respectfully request that this statement of our views be given consideration 
by your subcommittee and be included as a part of the record. 

As spokesman for the capital goods industries of the United States, we would 
like to register our views on several matters which have arisen during the course 
of the recent hearings held by your subcommittee. Our concern here is not 
with the technical amendments bill of 1957, which has already received careful 
attention by your committee staff, the Treasury, and such professional groups 
as the American Institute of Accountants, but rather with certain items included 
in the consideration of unintended benefits and hardships. 

We should perhaps explain at the outset that we did not request the oppor- 
tunity to testify during the recent hearings because we were not then aware 
that the matter of a permanent legislative solution to the treatment of reserves 
for estimated expenses and prepaid income would be undertaken by your sub- 
committee in the course of these hearings. Moreover, the other item which we 
have commented on herein could adequately be dealt with in writing without 
imposing on the subecommittee’s time in hearings. 


RESERVES FOR ESTIMATED EXPENSES 


You will recall that at the time of the hearings on the repeal of section 462, 
dealing with the deduetion of estimated expenses attributable to income of the 
taxable year, the Institute testified at some length before both the House Ways 
and Means Committee and the Senate Finance Committee. Copies of our written 
statements are attached. 

We shall not reiterate herein the basic reasons supporting the adoption of this 
important accounting provision. The legislative record is replete with supporting 
argument by distinguished practicing accountants, and Congress, in its report, 
recognized the need for some appropriate legislation at the earliest possible date. 
Similarly, the erroneous but unfortunately widely publicized impression that the 
taxpayer is somehow taking advantage of a “double deduction” has been com- 
pletely dispelled. Our attention is directed, therefore, solely to the two principal 
reasons underlying the drastic repeal action of last year, namely, greater-than- 
anticipated loss of revenue during the year of transition and the concern that 
some taxpayers would be successful in applying section 462 to large expense items 
not contemplated within the original scope of the provision. 

To meet these two problems the Institute, along with many other industries and 
professional groups, urged that section 462 be amended by (1) restricting the 
categories of expense items to which the provision would apply and (2) spreading 
out the transitional loss of revenue over several years. We believed, as did most 
of those who testified, that repeal action was unnecessary and that the problems 
which confronted the Treasury as a result of the language of the provisions could 
be remedied by appropriate amendments. 

We continue to feel that a sound legislative approach can be adopted which 
will bring tax accounting procedure into line with sound commercial accounting 
practice. In at least two important respects many taxpayers are either currently 
or prospectively faced with hardship situations arising out of repeal of 462. 

In the first instance, taxpayers who have been reserving for estimated expenses 
on their books but who have not been allowed to deduct them for tax purposes 
are at a disadvantage as compared with those taxpayers who have successfully 
litigated their right to deduct similar or identical estimated expenses as a matter 
of consistent practice. The lack of uniformity, currently existing in this field as 
the result of the Revenue Service’s endeavoring to bar the accrual of reserves for 
liabilities wherever possible without regard for accounting practices in the indus- 
try, is serious. In the second instance, many taxpayers are faced with the loss 
of any vacation pay deduction whatsoever in one year when the currently sus- 
pended vacation pay ruling of the Internal Revenue Service (Revenue Ruling 
54-608) becomes effective. 

The subcommittee should consider most carefully enactment of similar legis- 
lation so defined and delimited as to prevent abuse or any substantial revenue loss. 
We respectfully submit that the recommendations briefly set forth below would, 
in our judgment, achieve these objectives. 


SPECIFIC RECOMMENDATIONS 


1. Limitation of allowable “expenses” to certain specified liabilities —The ap- 
plicable statutory provision should specify those expenses for which a reserve 
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may be established. This might properly be limited at the outset to those items 
contained in the original congressional committee reports accompanying the adop- 
tien of H. R. 8300. In addition, a proviso permitting the Commissioner of In- 
ternal Revenue in his discretion to allow certain other enumerated expense 
items should make it clear that no inference is to be drawn from its adoption 
concerning the correctness or incorrectness of previous consistent tax accounting 
practices relating to items not specified in section 462. 

We are aware of the fact that, by thus limiting allowable expenses to those 
which are in the nature of liabilities to other persons, an artificial line may be 
drawn in individual cases and certain expenses which taxpayers in some in- 
dustries have heretofore been reserving under sound accounting principles may 
continue to be disallowed for tax purposes. However, in view of the under- 
standable concern over attendant revenue loss, this would appear to be the only 
practical means available for initiating this further step toward achieving 
harmony between tax and business accounting practices. 

2. Election of individual classes of erpense items.—Our experience within 
our own industries indicates that most companies would prefer establishing 
reserves for certain selected items based upon their own accounting procedures 
und industry practices. The requirements contained in the original section 462, 
that the taxpayer elect on an all-or-nothing basis, should not be retained in any 
new legislation. 

3. Provide that the revenue loss resulting in the year of transition be spread 
over several years.—In view of the understandable concern over the loss of 
revenue during the transitional period when taxpayers establish reserves here- 
tofore not authorized by the Revenue Service, it would appear desirable and 
entirely feasible to incorporate provisions in the law requiring taxpayers elect- 
ing to establish such reserves to spread the resulting increase in tax deduction 
over an extended period of time. 

Several figures have been suggested and any reasonable period would be 
generally acceptable to industry. The subcommittee itself, after estimating the 
expected loss of revenue from the legislation as drafted, will be in the best posi- 
tion to decide what period of time is most appropriate. We are not suggesting 
the means by which this would be achieved in view of the fact that there are many 
alternatives available, such as allowing a fractional addition to each year’s 
reserve or the spreading of the actual deduction for the transitional year over 
succeeding years. This is a matter upon which the technical experts of your sub- 
cominittee, the Treasury and various professional groups are better qualified 
to determine, keeping in mind the practicability and ease of application by the 
taxpayers. 


PROPOSED LEGISLATION 


The proposed bill, H. R. 10833, introduced by Congressman Simpson on April 6, 
1956, would appear to embody most of these recommendations. We would en- 
dorse the additional proposed requirement that the taxpayer book the reserve for 
estimated expenses in accordance with his tax election. Indeed, our concern at 
the moment is the disallowance for tax purposes of reserves established on the 
books of many companies as a regular practice. 

If our understanding of the Simpson bill is correct, however, the taxpayer 
would not be permitted in the year of transition to deduct actual expenditures 
acerned in that year which were applicable to prior years’ transactions. The 
amount thus disallowed would be carried forward under this proposal and would 
be deductible to the extent to which the amount so deferred exceeded the allow- 
able reserve addition in any year. However, in the normal case of a profitable or 
growing company, if reserve additions equal or exceeded each year the non- 
deductible amount carried forward, this proposed deferment of deduction would 
not be allowed until the year of liquidation. 

While we appreciate the desire of the subcommittee to adopt means of minimiz- 
ing the transitional revenue loss, the adoption of such a highly artificial and 
unsound accounting scheme to eliminate entirely any attendant revenue loss is a 
denial of the very basis of the provision itself. 

Taxpayers are now penalized by having to defer expense deductions properly 
attributable to prior income. The approach proposed in the Simpson bill, rather 
than permitting the taxpayer to catch up, would simply acknowledge the in- 
equity of the present rule and then defer the deduction until the company went 
out of business. This would appear to be no more sound than the reverse situa- 
tion of granting a taxpayer a complete forgiveness on his taxes when filing 
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dates are moved forward to place the taxpayer on a pay-as-you-go basis. A 
doubling up effect resulting from a change in timing, as in the case of corporate 
tax payments, has been dealt with by spreading the full impact over several 
years. 


IMPROVEMENTS ON PROPERTY SUBJECT TO RENEWABLE LEASES 


It has been proposed in the subcommittee draft list that the amortization 
period for improvements made by a lessee on leased property should include any 
period over which the lessee has the right to renew the lease (but not longer 
than the life of the improvement). Further, it has been proposed that, where 
the lease is not renewed, any unrecovered cost would then be deductible in the 
same manner as an abandonment loss. 

We recognize that in many instances the amortization of improvements over 
an unrealistically short lease—where it can be reasonably assumed the lessee 
will renew the option—could cause distortion and inequities as between taxpayers. 
However, the fixed and categorical approach proposed in the subcommittee draft 
does not, in our judgment, offer the proper solution. We urgently request that 
the subcommittee give further study to this provision and defer such action as 
may be necessary until a more thorough analysis can be made by Government 
and industry of the current situation and the effects which any proposed legis- 
lation would have on present industrial expansion in a tight-money situation. 

We appreciate this opportunity to present our views to the Subcommittee on 
Taxation of the Committee on Ways and Means. If the subcommittee has 
questions or desires amplification of any point, we will be glad to supplement our 
comments. 

Respectfully, 
CHARLES STEWART, President. 





MILLER & CHEVALIER, 


Washington, D. C., November 30, 1956. 
Hon. WiLseur MILLs, 


Committee on Ways and Means, House of Representatives, 
Washington, D.C. 


Dear Mr. Mitts: In connection with your examination of problems arising 
under the Internal Revenue Code of 1954, I would like to ask that the subcom- 
mittee consider the following matter. 

The 1954 Code included for the first time a provision protecting taxpayers 
who report an item of income for 1 year because it appeared that they had a 
claim of right to such income but who had to repay all or a part of such income in 
a later year; this is section 1341. An exception to this general rule, however, 
was made for situations in which the income included in the earlier year was 
attributable to the sale of stock in trade and other inventoriable items. The 
apparent reason for this exception, according to the legislative history, was that 
the Congress felt that most problems arising in this area could be resolved under 
section 462. Section 462 was repealed retroactively in 1955, but the exception in 
section 1341 was left to stand. It would seem just, therefore, to eliminate the 
exception referred to for all years affected by the 1954 Code. 

If there is good reason for continuing the exception in section 1341 for stock 
in trade and other inventoriable items, I would further like to suggest’ your 
consideration of an amendment to the last sentence of that section to protect 
a taxpayer who is a lower-tier subcontractor operating under a contract with a 
price-redetermination provision and who is required to refund money pursuant 
to such provision under circumstances not entitling him to a tax credit under 
section 1481 of the 1954 Code. A memorandum describing this kind of problem 
is attached. The treatment of such a taxpayer should not be any different in 
principle from that given by the last sentence of section 1341 to a regulated public 


utility which has to refund excessive rates pursuant to orders of a regulating 
authority. 


Respectfully, 
Numa L. Smiru. Jr. 


MEMORANDUM Re Section 1341 


Early in 1953 the company took a subcontract from a first-tier subcontractor. 
The prime contract was with the Air Force and called for the furnishing of mili- 
tary aircraft. At the instance of the Air Force, the first-tier subcontractor 
included in the company’s subcontract a provision for price redetermination in 
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favor of the first-tier subcontractor. The subcontract was almost entirely per- 
formed in 1953. 

The company included its 1953 profit from the subcontract in its 1953 tax 
return. In July 1954 the company and the first-tier subcontractor concluded 
price redetermination negotiations, the company being required to refund a sub- 
stantial amount to the first-tier subcontractor. The two contractors are entirely 
unrelated to each other. 

Refunds pursuant to price-redetermination provisions made under circum- 
stances such as those stated above are considered by the Treasury not to be 
subject to a tax credit under section 1481, since they are not paid to the United 
States (see Rev. Rul. 54-82, 1954-1 C. B. 286). 

Section 1341 generally protects taxpayers who receive income in one year 
under a claim of right and are required to repay it in a later year. Refunds 
under price-redetermination provisions would seem to be excellent examples of 
the kind of problem aimed at by section 1341; in point of fact, that section 
explicitly covers refunds or repayments made by a regulated public utility where 
the same are required to be made by a regulatory agency. Nevertheless, refunds 
made pursuant to price-redetermination provisions are not subject to the relief 
afforded by section 1341 because of the exclusion therein of income arising from 
the sale of inventoriable items. The result is that as between section 1481 and 
section 1341 there remains a significant area in which taxpayers who receive 
income in one year and who are required to repay it in another must suffer the 
consequences of distortion of income. 

The exception in section 1341 for inventoriable items was apparently put in 
because it was felt that the abortive section 462 would take care of situations 
arising with respect thereto. Section 462 was repealed retroactively in 1955, but 
the exception in section 1341 was left untouched. It is submitted that the excep- 
tion referred to should now be eliminated retroactively to all years covered by 
the 1954 Code. Alternatively, if such an amendment would be considered too 
broad in scope, it is submitted that a specific amendment should be made to sec- 
tion 1341 to protect taxpayers who find themselves in the position described in 
this memorandum. Such an amendment might be made to the last sentence of 
section 1341, along the lines of the following: 

“This paragraph shall not apply (i) if the deduction arises out of refunds or 
repayments made by a regulated public utility (as defined in section 15038 (c) 
without regard to paragraph (2) thereof) if such refunds or repayments are 
required to be made by the government, political subdivision, agency, or instru- 
mentality referred to in such section, or (ii) if the deduction arises out of re- 
funds or repayments made pursuant to a price-redetermination provision and 
section 1481 does not apply to such refunds or repayments.” 





STATEMENT OF THE NEw YorkK Stock ExcHANGE FirEpD WITH THE SUBCOMMITTEE 
ON INTERNAL REVENUE TAXATION OF THE House WAYS AND MEANS COMMITTER, 
WASHINGTON, D. C. 


This statement is filed in connection with substantive unintended benefit No. 
7, found on page 4 of the staff report to this subcommittee dated November 7, 
1956. This part of the report reads as follows: 


“?. Use of short sales to postpone recognition of capital gain 


“Under present law it is possible for a taxpayer by the use of short sales to 
terminate his risk in the stock market, withdraw a substantial portion of his 
funds, and yet postpone for an extended period of time any realization of capital 
gain. A taxpayer who has held for more than 6 months a number of shares of 
stock which has appreciated in value may sell short the same number of shares 
of this stock. By depositing with his broker the stock he already holds, the tax- 
payer can obtain from the broker a substantial portion of the proceeds from 
the short sale. The taxpayer in this case is almost as well off as if he had sold 
his stock outright since he had terminated any further risk in the market. How- 
ever, until he orders the delivery of his stock to cover the short sale, no capital 
gain is realized for tax purposes. 

“The Treasury suggests that the subcommittee consider denying the unrea- 
sonable postponement of capital-gains tax where a taxpayer sells stock short 
when he already holds shares of the same security. Any action taken might be 
made effective with respect to short sales occurring after the date of this report.” 
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We would like to comment on the statement that, on a short sale, the seller 
can withdraw a substantial portion of his funds by depositing with his broker 
the stock he already owns and is therefore almost as well off as if he had sold 
his stock outright. 

We would like to comment first of all on the case of a short sale where the 
investor does not happen to own an equivalent amount of the same stock. An 
investor, Mr. A, has been studying the stock of XYZ corporation, listed on the 
New York Stock Exchange, with the thought of buying 100 shares. He coneludes, 
however, that the current price of $90 a share is too high and that within a few 
months the price will decline to the point where he believes he will be able to 
buy it at $85 a share. Rather than just sit back and wait for the price to decline, 
with his money lying idle, he decides to sell the stock short. Then, if his thinking 
is correct and the price goes down, he can cover his short sale at a profit and 
have more to reinvest at the lower price. So Mr, A instructs his broker to sell 
short 100 shares of XYZ at $90 a share. The broker makes the sale and borrows 
stock to deliver to the purchaser. Mr. A is required by the Federal Reserve 
Board to margin this short sale—he must deliver to his broker cash or securities 
having a loan value of 70 percent of the amount of the sale. If the price declines 
to $85, as Mr. A expects, he will purchase 100 shares and deliver them to the 
person from whom his broker has borrowed the stock. In that case he will have 
a profit on his short sale of $500. Such short sales by informed investors play 
an important part in cushioning price increases which might otherwise occur 
from overenthusiastic buying which was not partially counteracted by short sales 
made by persons who believed that prices were too high. 

Carrying the illustration a step further we get to the area covered by item 
No. 7: namely, a short sale by a person who already owns the stock. 

Assume that, in the illustration, the investor is named Mr. B. and he already 
owns 100 shares of XYZ, which he had bought 10 years ago at $50 a share. 
In his consideration of whether to buy an additional 100 shares at $90 Mr. B. 
reaches the same conclusion that Mr. A. did above; namely, that $90 is teo high 
a price and the price will probably decline. Despite this conclusion, Mr. B. 
does not wish to sell the 100 shares he already owns because, if he does, he 
would have to pay a capital-gains tax of $10 a share and so would only net $80 
a share. He wants to retain his present 100 shares and would willingly buy 
another 100 shares at a price as high as 85. So, as Mr. A. did, Mr. B. sells short 
100 shares at $90 and his breker borrows stock to deliver to the purchaser. 
This time, rather than deliver cash or other securities to his broker to meet 
margin requirements, Mr. B. delivers his 100 shares of XYZ. If the price sub- 
sequently declines to 85, Mr. B. will buy 100 shares and deliver them to the 
person from whom his broker borrowed. He will then purchase 100 shares at 
85 for himself, leaving himself with a total of 200 shares and a profit on the 
short sale of $500. 

Against the second illustration, let’s examine the statement in item No. 7 
that Mr. B. could “withdraw a substantial portion of his funds” by depositing 
with his broker the stock he already owns and is therefore “almost as well off 
as if he had sold his stock outright.” 

The fact is that under the Federal Reserve Board’s present margin require- 
ments Mr. B.’s 100 shares of XYZ have a loan value of 30 percent and therefore 
he can, after the short sale, borrow only 30 percent of the value of his deposited 
shares of XYZ from his broker. On this loan he must, of course, pay interest. 
Furthermore he could have borrowed the same amount on this stock even if he 
had not made the short sale. Actually, he cannot withdraw any portion of the 
proceeds of the short sale because his broker has delivered the cash proceeds 
as collateral to the party from whom Mr. B. has borrowed the stock which was 
delivered to the purchaser in the short sale transaction. 

Under these circumstances, we do not believe that it is accurate to state that, 
“By depositing with his broker the stock he already holds, the taxpayer can 
obtain from the broker a substantial portion of the proceeds of the short sale.” 

There is little analogy between an outright sale where the investor sells 
his stock and obtains the proceeds and the situation where an investor who owns 
stock sells the same stock short. The short seller has borrowed stock. He has 
an obligation to repay that loan and, in the meantime to keep it fully collateral- 
ized. He is also paying interest on any amount he has withdrawn from his 
account as a loan against his deposited shares. While it is true that he may 
ultimatetly close out the short sale by delivering to the lender the stock he owns, 
it may also be that he will close out the transaction by buying new stock and 
may never relinquish his original holding. This choice should not be foreclosed 
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to him. The short seller has as much right to determine how and when he will 
close out the transaction as does the person who sells his securities outright. 
The capital-gains tax is a self-imposed tax in that the taxpayer determines 
when he will sell and for what price. This same freedom of choice should 
be permitted the short seller until he determines whether he will close out his 
short sale by delivery of securities on which he has a long-term capital gain or 
by securities which he has just purchased. 

Furthermore, even if there were a justifiable reason for denying the short 
seller this freedom, the proposed solution of “denying the unreasonable post- 
ponement of capital gains tax where a taxpayer falls short when he already 
holds shares of the same security” would be an arbitrary and unreasonable 
standard to impose. In the second illustration above, would the Treasury sug- 
gest that Mr. B. must close ont his short position within 6 months or before the 
end of the year? If Mr. A., who does not hold an equivalent security, can wait 
as long as he chooses to see whether XYZ will decline to 85, why should Mr, B. 
be foreclosed from waiting as long? Why should Mr. B. be forced to close out 
his short position, perhaps at a loss, or else be forced to pay a capital-gains tax 
on his original holding? Suppose that Mr. B. does not close out his short posi- 
tion within the required time and is forced to pay a capital-gains tax even 
though he never does dispose of his original holdings, but rather closes out his 
short position by a later purchase? Where is the equity in having forced him 
to pay a tax on a holding he has never relinquished? 

We believe that item No. 7 results from an attempt to equate two things which 
are totally dissimilar; namely, an outright sale and a short sale by a person 
who happens at the time to own the same stock. In our opinion, any attempt to 
legislate along the lines suggested would result in greater problems than now 
exist and in unfair tax discrimination against taxpayers who may have perfectly 
legitimate reasons for wanting to make short sales at a time when they happen 
to own the same security. 


La JOLLA, CALIF., November 19, 1956. 
Ways AN MEANS SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
New House Office Building, Washington, D. C. 

GENTLEMEN: I understand that you are holding public hearings this week on 
unitended benefits and hardships arising from the Revenue Act of 1954. My 
comments are in relation to the use of short sales to postpone recognition of 
eapital gain. 

I would object to any further restrictions on short selling as applied to per- 
sons who already own shares of the same stock. It would seem to me that 
changes to limit the use of short selling would create additional hardships and be 
discrimination against an individual who was a holder of the stock at the time 
it was sold short. Short selling is a legitimate hedge against a decline in the 
market and is used as such both in commodities and stocks. Since the length of 
a decline in the market is of unknown duration at the time of the short sale, the 
seller does not know how long he may have to keep the short position open in 
order to accomplish his purpose. If there are limitations on the holding period 
to one class of investor and not to another, that would cause a new hardship to 
be created. 

A short sale is not considered to be closed until the borrowed stock is de- 
livered against the short. A person selling short may hold several lots of the 
identical stock bought at different times and at different prices or he may have 
received identical stock as a gift either before or after the date of the short 
sale. Since any of these lots, each with a different cost basis and different hold- 
ing period, could be used to close out the short, it would seem to present con- 
siderable difficulty and confusion in administering the contemplated changes. 

Please give consideration to these comments during your hearings. 

Yours truly, 
Dr. Hersert I. McCoy. 


San Dieco, Cavir., November 20, 1956. 
Ways AND MEANS COMMITTEE, 
Subcommittee on Internal Revenue Taration, 
New House Office Building, Washington, D. C. 
GENTLEMEN: It is my understanding that certain changes of existing tax laws 
are being proposed before this committee under the classification of unintended 
benefits and hardships. Additions to the technical bill of 1957 with particular 
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reference to use of short sales to postpone recognition of capital gain have come 
to my attention. These additions place further restrictions on short sales which 
could create problems and unnecessary hardships in some instances. Below are 
examples of problems and/or hardships that could result, especially to the re- 
strictions on short sales by investors who own the same security at the time 
of short sale. 

As a registered representative of Francis I. du Pont & Co., members of the 
New York Stock Exchange, I feel further restrictions on short sales deny an 
investor a legitimate method of protection against an expected decline in market 
values. This so-called hedging procedure is a long honored practice. To dis- 
criminate against an investor because he happens to own an issue and thereby 
deny him the right to sell short that particular issue seems in itself an unintended 
hardship. 

The duration of an expected decline in market values often lasts a number of 
years. Since an investor’s tax liability is not reduced the longer he owns 
an issue beyond 6 months, it does not seem equitable to limit the time a short 
position may be held, merely because the investor owns the identical stock. 
The investor who owns an identical issue sold short invests in the same market 
climate as an investor who sells short without owning the issue. It seems 
rather revolutionary to limit the duration of a short position in itself, and 
creates a hardship or limits a right of one investor over another because of 
ownership of the identical issue sold short. 

Short positions can be closed in a number of ways; namely, by delivery “from 
the box” of the investor, by the broker being ordered to “buy in the short” 
and make delivery, and by delivery of stock bought after short sale is made 
and used later to close out the short position. Stock received from an estate 
can be used by an investor also, to close out a short position. The problem, 
under the proposed changes to existing laws, of which particular certificate 
together with different cost basis and length of ownership (holding period) could 
not be computed until the short position is closed. The administration problem 
of both taxpayer and tax collector seems rather muddled to say the least. The 
problem of identifying which certificate from a number of purchases made over 
a period of time would be difficult unless the investor can close out his short 
sale from one of the above methods. 

Taxpayers who inherit securities or receive them by gift have the same 
rights as other taxpayers; however, a rather unintended hardship would result 
under thé proposed legislation should the beneficiary of an estate or gift have 
executed a short sale in expectation of a declining market, prior to his knowl- 
edge of the gift or inheritance. He did not own the identical shares when 
short sale was made but later on finds that he does. He might be forced to 
take action; i. e., close out his short sale against his better judgment of market 
conditions in anticipation of a gift, ete. Prior to the proposed legislation he 
would not have been affected and could take advantage of the expected decline 
in stock prices thereby acting on his better judgment. 

To restrict the short selling of an investor who owns identical stock sold 
short would force him to use secondary measures for protection in declining 
markets. Another investor who did not own the same stock mentioned above 
could sell short the particular issue without restriction. Both investors operate 
under the identical market conditions. Investor No. 1 might reason as might 
investor No. 2 that United States Steel should be sold short. The investor who 
owns United States Steel would be denied his right of selling short United 
States Steel under proposed legislation. His only alternative would be to 
sell short some other stock, a less familiar issue thereby creating a greater 
risk for him. Equal rights would not appear to be present; in fact, an element 
of hardship is quite apparent. 

Regarding postponement of capital gains tax by the use of short sales, the 
postponement of capital gains is not entirely new. Many investors postpone 
selling until the 6-month period has pasesd and longer in order to obtain a 
lower tax rate when sold. Real estate investors can postpone capital gains 
tax possibly indefinitely by merely rebuilding and selling again and again 
under certain conditions. I understand corporations under certain conditions 
might do the same with factories by continuous moving. 

Regarding making the proposed legislation effective as of November 7, 1956, 
this seems a rather unusual procedure especially when one usually considers 
that he can plan his affairs under existing laws as they stand to date. To be 
bound by proposed legislation dates seems quite stringent. 

Respectfully yours, 


HERBERT C, HupGIns. 
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La Jouia, CauiF., November 16, 1956. 


Ways AND MEANS COMMITTEE, SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
New House Office Building, Washington, D. C. 


GENTLEMEN: Enclosed find triplicate copies of my objections to the proposed 
legislation on use of short sales to postpone recognition of capital gain. I under- 
stand this is up for discussion during the week of November 19 by the Committee 
on Ways and Means. 

Please give same consideration in due course. 

Yours truly, 
FRANKLIN E. FAnrz. 


UNINTENDED BENEFITS AND HARDSHIPS—ADDITIONS TO THE TECHNICAL BILL oF 1957 


7. Use of short sales to postpone recognition of capital gain 


Further restrictions on the use of short sales could result in unintended hard- 
ships and create numerous problems of enforcement. Herewith are outlined a 
few of these, especially as applied to restrictions on short seliing by holders of 
the same identical stock. 

Short selling is an invaluable aid to an investor or trader in securities, acting 
as a legitimate hedge against an expected decline in the market, which some- 
times lasts for several years. The value of this hedging is well recognized. How- 
ever, to place restrictions on short selling to one taxpayer more than another 
solely because he already holds shares of the same security when he sells short, 
or to limit the time the short position may be held by that person, creates many 
problems, such as the following: 

1. The gain or loss on a short sale cannot be determined until the short posi- 
tion is closed by delivery of stock to the original lender at the time of the short 
sale. The short position may be closed out in several ways, i. e., by delivery of 
the stock held by the taxpayer at the time of the short sale; with stock bought 
after the short sale and delivered later to close out the short; by ordering the 
broker to “buy in the short,” thus making delivery the same day; or by delivery 
of stock obtained in any manner, such as stock received as a gift, or stock 
received in the settlement of an estate, etc. In each of these the cost basis and 
the holding period would be different, and therefore the taxable gain or loss in 
closing the short position could not be calculated until the short position is fully 
closed out. 

2. Even the taxpayer who holds none of the same stock when the short sale 
is made may involuntarily become the owner of the identical stock sold short, if 
he receives the same by gift or inheritance. Would he be affected by the con- 
templated restrictions? Or the persen who had knowledge that he might be 
the recipient of stock, would he be penalized if and when he did receive it and 
thereby become the holder of both long and short positions in the same stock? 

3. The person holding the same stock at the time of the short sale may have 
disposed of such stock before the short sale is closed out. He could do this by 
sale, by gift to an individual, or donation to an approved charitable organiza- 
tion. In each of these the tax liability, based on the difference between the 
cost basis and the proceeds of the short sale, would be different. It would there- 
fore seem impractical to make use of the cost date or cost basis of identical 
steck held at the time of a short sale to estimate tax liability on such sale until 
it is closed out. 

4. Restriction on short selling to a person already holding the same stock 
would force such person to sell short some other stock than the one he is holding 
in order to use short selling as a hedge against a decline. Naturally he would 
be more familiar with the ups and downs of his own stock, and it would create 
an additional hazard to risk short selling in some unfamiliar stock. 

5. Regarding the use of short sales to postpone recognition of capital gains. 
Postponement of capital gains has long been approved in several other areas of 
taxation, some of which involve no additional investment or risk at all. At the 
option of the taxpayer, he may sell a stock under 6-month holding period with 
full tax liability on the gain, or postpone selling until after 6 months and thereby 
reduce tax liability 50 percent. Or he may postpone selling until a succeeding 
year and thereby postpone or reduce taxes. Or the owner of a residence may, 
under certain conditions, sell this house, buy another, and continue such exchanges 
an unlimited number of times throughout his lifetime and postpone capital gains 
taxes on any of these houses until his death. A ruling has been considered, and 
perhaps already enacted, permitting a similar postponement to corporations 
when moving their factory from one location to another. 
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6. The Treasury’s suggestion that any action taken on such short selling might 
be made effective on a date earlier than the date of enactment of this act would 
be making the law retroactive. Taxpayers plan their investments and market 
transactions in conformity with existing law, and cannot be expected to antici- 
pate laws not yet enacted. To impose penalties or restrictions on transactions 
made prior to the enactment of this act would seeem to be very unjust and cer- 
tainly controversial. 

7. This proposed restriction on short selling is apparently not one of the “unin- 
tended benefits” of the 1954 Code, but is a carryover from the considerable 
restrictions on short selling found in the Revenue Act of 1950 and Revenue Act 
of 1951. These were made effective on the dates of enactment and not made 
retroactive. 

Respectfully submitted. 

FRANKLIN E. FAntTz. 


CAPITAL FINANCE CorpP., 
Columbus, Ohio, November 13, 1956. 
CLERK OF THE COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 

DEAR Str: Item 28 of the list of unintended benefits and hardships under the 
Internal Revenue Code of 1954 concerning the loans to employers by pension 
trusts, as provided in section 503 (c) 1, is a matter that should receive the atten- 
tion of the Congress. 

It is believed that the result as reflected by forthcoming final regulations was 
not intended in the code as drafted. 

Under the requirements of the regulations and rules issued under the 1939 
Code requiring review by the Internal Revenue Service of any such investments, 
the necessary regulation of such investments was provided to eliminate improper 
types of investments. 

Since the prohibition provided under the 1954 Code with respect to investments 
in debentures does net extend to investments in preferred stock, in many cases 
the result will be to prohibit an investment in a higher ranking security than a 
security whose investment is permitted. 

Such a qualitative limitation as is provided in section 503 (c) 1 without more 
detailed information as to the type of investment the prohibition is intended to 
cover results in the elimination of a type of investment which, in many cases, 
offers less risk than investments generally because of the better knowledge avail- 
able to the trustees concerning such investments. 

It is submitted that instead of an overall prohibition the code should contain 
appropriate rules for the investment in such securities as debentures, or a pro- 
vision for approval similar to that provided under the pension rules issued under 
the 1939 Code. 

Very truly yours, 
G. Rosert BECKER, Treasurer. 


BENEFICIAL FINANCE Co., 
Wilmington, Del., November 27, 1956. 

Re Beneficial Finance Co. employees pension and death benefit plan problems 

arising from Internal Revenue Code, section 503 (c) (1) Adequate Security ; 

proposed regulations, collateralization. 
Hon. WILzur D. MIr1s, 

Chairman, Subcommittee on Internal Revenue, 
Ways and Means Committee, 
New House Office Building, 
Washington, D. C. 
(Attention: Leo H. Irwin, Clerk ; Mrs. Kagan.) 

DraR MB, Mitts: Respending to your invitation of November 2 to be heard in 
the course of the hearings on unintended hardships arising out of the 1954 
Revenue Code—especially section 503 (c) (1). I would like to file this letter 
and statement with its exhibits. 

The taxpayer, Beneficial Finance Co., 1300 Market Street, Wilmington 99, Del., 
has an approved employees’ pension and death benefit plan which in its cor- 
porate life is sizable and involves currently about $10 million. It has sought 
to give the trustees of the resulting pension fund a most favorite advantage. 
The corporation has large borrowings of over $200 million from outstanding 
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creditors—especially insurance companies, pension funds, and other investment 
groups and it feels that if the securities as “markets” are satisfactory in the 
“market place” that they should be satisfactory and be considered “adequately 
secured” by the Commissioner of Internal Revenue if such securities are bought 
by its trustees. As was shown in our most recent note purchase agreement, a 
number ef pension trusts were subscribers to the flotation of that issue and we 
certainly agreed with Mr. Tyson, chairman of finance committee of United States 
Steel, that if such securities are “adequately secured” in dealing with other 
persons, they should be equally “adequately secured” when dealing with the 
trustees of our own pension fund and the Commissioner of Internal Revenue 

At the time the proposed regulations were under discussion, I had forwarded a 
letter to the Commissioner under date of February 16, 1956, in which I sought 
to suggest a rule that corresponded to many of the rules of the blue sky laws 
of the several States. I still think that such is a wholesome approach and I 
would like to submit it for the consideration of your committee and its staff. 
I enclose such a letter marked exhibit A. 

I also enclose as another exhibit my letter to you of October 30, which resulted 
in the invitation to be heard to which I am now responding marked “Exhibit B.” 

In conclusion, I would like to suggest that what is “adequate security” in the 
“market place” and especially among discriminating investors should be “adequate 
security” for the Commissioner of Internal Revenue and should be found to be 
within the standards of “adequate security” required by section 503 (c) (1) 
of the 1954 Internal Revenue Code. 

Respectfully submitted. 


JACKSON R. COLLINS. 
(Norr.—The exhibits referred to have been filed with the com- 
mittee. ) 


INTERNATIONAL INVESTORS, INC., 
New York 5, N. Y., November 26, 1956. 
Subject : Unintended hardships. 
Hon. Wiisur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Tacation, 
House of Representatives, Washington, D. C. 


My Dear Mr. CHAIRMAN: With the objective of making Federal tax law sim- 
pler and more fair, I wish to recommend that section 904 of the Internal Revenue 
Code of 1954 be repealed if not wholly then at least as far as it applies to indi- 
vidual citizens. 

The effect of section 904 is generally to discriminate in favor of high-income 
shareholders over low-income shareholders by not allowing the latter the full 
amount of the foreign-tax credit. This, in my opinion, is quite unjust and unfair. 

The application of section 904 is also unduly complicated and burdensome. 
It is my belief that the repeal ef section 904 would, by removing this deterrent 
to private foreign portfolio investment, tend to save the United States Treasury 
in foreign assistance far more than it wenld cost it in terms of lost revenue. 

International Investors, Inc., is a regulated investment company operating 
under section 853 of the code. Some of our shareholders are subject to dis- 
crimination under the present provisions of section 904 in that they are unable 
to take the full amount of the foreign-tax credit and are thus taxed doubly. I am 
confident they will welcome its repeal. 

It is requested that this letter be made part of the printed record of your cur- 
rent hearings. 

Respectfully yours, 
Joun C. vAN Ecx, Jr., President. 


CLOSELY HELD CorPorATIONS SHOULD Have THE Option To Bre TAXED As 
PARTNERSHIPS 


By Frank L. Novaro, Certified Public Accountant, New Haven, Conn. 


Recently the United States Internal Revenue Service increased the taxable 
income of a corporate client of ours by $5,000. This adjustment was accom- 
plished by not allowing as “an ordinary and necessary expense” the $5,000 annual 
salary paid to the widow of 1 of the 3 corporate founders. Thus, we arrived at 
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the inconsistency of an actual cash payment being taxable to the receiver but not 
deductible to the payor. 
Unnatural adjustments, such as the above, are commonplace today. 





Under the present Internal Revenue Code a corporation earning_------~~ $1. 00 
Pays a maximum Federal income tax of__..-..--....-------~----.---~-- . 52 
Leaving available for corporate use..__..--.-.---..--..--------. .48 


No additional tax is incurred if the corporation retains this 48 cents for expan- 
sion, debt reductions, etc. However, if the corporation distributes any part of 
the 48 cents to its stockholders the recipients pay income taxes, ranging from 
20 percent to 87 percent on dividend income. ‘This second tax makes the so-called 
double tax on corporate income, 

The double tax discourages many individuals from starting corporations, even 
though the corporate form of doing business has many advantages. Among those 
individuals who do incorporate, many have tried to avoid 1 of the 2 taxes. This 
avoidance usually leads to tax disputes or to unsound methods of financing a 
business. 

Under the present code many closely held corporations are organized with a 
complex capital structure in the hope that future profits can be withdrawn with- 
out paying the second tax. These complicated new corporations generally classify 
the initial investment in them as an insignificant number of capital shares and 
a large amount of notes payable to the same stockholders. The theory behind 
this alteration is that future payments by the corporation to its stockholders can 
be treated as debt liquidation (not taxable to receiver). But the Commissioner 
has an inclination to disregard the terminology used and to look at these pay- 
ments as distributions of corporate earnings (taxable to the recipient). Still an- 
other argument occurs if the corporation should become bankrupt—the note- 
holders claim bad-debt deductions while the Treasury Department can only see 
capital losses. 

In order to save 1 of the 2 taxes many closely held corporations have paid high 
executive bonuses in years of high corporate income. This practice has been 
attacked by the Treasury Department on the basis that excessive compensation 
is really a disguise for dividend distributions and, therefore, not deductible in 
corporate tax computations. Then the corporation is faced with an additional 
tax on income that it no longer retains, and on which an individual tax has 
already been paid. Asking a taxpayer to agree to such an assessment is just like 
waving a red flag in front of a bull. 

These artificial assessments are bound to create in the minds of the taxpayers 
the thought that the Internal Revenue Code is harsh, arbitrary, and unfair in its 
epplication to the small, closely held corporation. This attitude of mind is surely 
not a proper one for citizens of this country. The Congress should eliminate these 
improper thoughts by allowing a closely held corporation the option of having its 
income taxed in the same manner as a partnership. 





CuHIcaAGo, ILL., November 28, 1956. 
Re hearings on substantive unintended benefits and hardships under 1954 Internal 
Revenue Code. 
The CLERK, 
House Ways and Means Committee, 
House Office Building, Washington, D. C. 


Deak Sir: Paragraph 27 refers to the premium payment test on life-insurance 
policies and recommends including in decedents’ estates the difference between 
the proceeds and the reserve at death, the change to be applicable to the estates of 
persons dying after date of enactment. 

A number of persons have assigned their life insurance to their wives or chil- 
dren in reliance on the 1954 Code provision in effect exempting such insurance 
from their taxable estates. Some of such insurance policies have little or no 
reserve, so that the effect of the change would be to tax what under the 1954 Code 
would be exempt from tax on a transaction completed in reliance on the 1954 
Code. In other cases a reassignment of the policies from the wife or children to 
the insured would involve taxable gifts or may not be feasible for various reasons. 

It is unreasonable and unfair to make any such change applicable to assign- 
ments theretofore made in reliance on the 1954 Code. Taxpayers should have a 
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right to rely as to completed transactions on exemptions from estate tax expressly 
authorized by Congress. The change should be made applicable only to assign- 
ments made after the passage of the new act. 
Very truly yours, 
ABRAHAM FISHMAN. 


Borsook & BRANMAN, 
Hollywood, Calif., November 19, 1956. 
COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
New House Office Building, Washington, D.C. 


GENTLEMEN: I have just read the suggestion of the Treasury Department 
wherein it recommends disallowance, under certain circumstances, of interest 
on life-insurance loans (Problem No. 21, Substantive Unintended Benefits and 
Hardships). 

May I respectfully suggest that the position of the Treasury Department is 
not well founded? I have done a good deal of work on so-called bank-loan life 
insurance and have come to the following conclusions : 

1. Utilization of the principle of loan-financed life insurance has stimulated 
the purchase of large amounts of needed life insurance that might not have 
been purchased under conventional plans. 

2. Loan financing of life insurance is similar in certain respects to the financ- 
ing of houses or automobiles by means of installment-loan plans. Just as the 
deductibility of the interest is frequently a factor in the latter cases, so is it a 
valid factor when the purchase of a life-insurance policy is contemplated. 

8. The purchase of large life-insurance policies is frequently a business problem 
of major importance. The cost is naturally a factor. Tax deductibility of the 
interest incurred to carry such policies can be the deciding factor in determining 
how much insurance shall be purchased. 

4. The fear of the loss of revenue upon which the position of the Treasury 
Department is doubtless based is more illusory than real. The recipients of the 
interest for which disallowance is sought pay income tax on such income. Of 
even greater importance is the fact that substantial commissions are being paid 
to insurance agents on the larger amounts of insurance being issued because of 
bank loaning. My guess is that more income taxes, rather than less, are being 
paid because of loan-financed life insurance. 

Respectfully, 


BEN BorRSooK. 


NATIONAL COAL ASSOCIATION, 
Washington, D. C., November 80, 1956. 
Hon. WiLBvR D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Dear Sir: The National Coal Association is the trade association of bitumi- 
nous-coal-mine owners and operators and has within its membership the pro- 
ducers of approximately two-thirds of the Nation’s commercial bituminous coal. 

On behalf of the coal producers, we wish to direct your attention to a very 
important unintended hardship which has resulted from the application of sec- 
tion 614 of the Internal Revenue Code of 1954, insofar as it applies to the coal 
industry. We believe this matter is so serious that it should be corrected at the 
very first opportunity and should be included in any legislation resulting from 
the recently concluded hearings of your subcommittee in connection with unin- 
tended hardships arising out of the 1954 Code. 

The percentage depletion deduction allowed in the case of natural resources 
is measured, under the law, by gross income and taxable income “from the prop- 
erty.” The 1939 Code contained no definition of the term “property,” but as the 
result of a large number of sometimes conflicting court decisions the term 
“property” acquired a fairly definite meaning. That meaning was incorporated 
in two provisions of the regulations under the 1939 Code. Regulations 118, 
section 39.23 (m)-1 (d) (2) provided as follows: 

“A ‘mineral property’ is the mineral deposit, the development and plant neces- 
sary for its extraction, and so much of the surface of the land only as is necessary 
for purposes of mineral extraction.” 
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Regulations 118, section 39.33 (m)-1 (i) provided: 

“*The property’ * * * means the interest owned by the taxpayer in any 
mineral property. The taxpayer’s interest in each separate mineral property 
is a separate ‘property’; but where two or more mineral properties are included 
in a single tract or parcel of land the taxpayer’s interest in such mineral proper- 
ties may be considered to be a single ‘property,’ provided such treatment is con- 
sistently followed.” [Italic supplied.] 

In the hearings before the Ways and Means Committee which culminated in 
the enactment of the Internal Revenue Code of 1954, the American Mining Con- 
gress and the National Coal Association asked the Congress to write into the 
law a fair and reasonable definition of the “property,” and in both cases the 
suggested definition was as follows: 

rf ) DEFINITION OF THE Property.—For purposes of this paragraph and 
section 453 the taxpayer shall have the option either (A) to treat each separate 
mineral interest as a separate property, or (B) to treat as such property any 
part of a separate mineral interest or any combination of separate mineral inter- 
ests or parts thereof which normally or reasonably may constitute an operating 
unit or project and is so treated by the taxpayer, whether such mineral interests 
or parts thereof are included in a single tract or parcel of land or within two 
or more contiguous or noncontiguous tracts or parcels. As used in the preceding 
sentence the term ‘mineral interest’ means each separately acquired interest in 
a single deposit of minerals, or, if such deposit is included in more than one 
tract or parcel of land, the portion thereof in each.” 

In urging the adoption of this definition, L. H. Parker, speaking for the Na- 
tional Coal Association, pointed out to the Ways and Means Committee that 
“In the course of the last several years, however, for the most part the decisions 
have recognized that the property means the economic and practical unit which 
the taxpayer must use and develop in order to extract a particular block of 
coal. Nevertheless, the problem still causes unnecessary and costly litigation, 
and the matter is of such importance that we believe a statutory definition is 
desirable” (hearings before the Committee on Ways and Means, 83d Cong., 1st 
sess., on Forty Topics Pertaining to the General Revision of the Internal Revenue 
Code, p. 2116). 

Congress did not adopt, in the 1954 Code, the definition of “property” suggested 
by the witnesses who appeared with respect to this problem. Instead, the pro- 
visions of section 614 of the code were enacted. However, the reports of the 
Committee on Ways and Means and the Finance Committee indicate clearly 
that Congress intended, in section 614, not only to preserve existing rights of 
the taxpayer, but to grant him additional rights. Thus, the report of the 
Committee on Ways and Means on H. R. 83800 (H. Rept. No. 1337), contained 
the following statement (p. 59): 

“Your committee has clarified the situation with respect to depletable prop- 
erties by adding a statutory definition of ‘the property.’ This provision adopts 
as the general rule the same definition relating to separate interests now estab- 
lished by regulations. In addition, however, the new provision permits a tax- 
payer to elect to treat as one property an aggregation of his separate operating 
mineral interests which constitute all or part of an operating unit.” [Italic 
added. ] 

The same intent was expressed by very similar language contained in the 
report of the Committee on Finance (S. Rept. No. 1622, at p. 80). The Finance 
Committee amended the House version of section 614 with respect to a matter 
not material to the problems now under discussion. 

Even though both the Ways and Means Committee and the Finance Committee 
expressed their belief that section 614 adopted the definition of property which 
then existed in the regulations, that was not the ease. As previously indicated, 
subsection (i) of regulation 118, section 39.23 (m)-1 stated that “The taxpayer's 
interest in each separate mineral property is a separate ‘property’” and sub- 
section (d) (2) of that section stated that “A ‘mineral property’ is the mineral 
deposit, the development and plant necessary for its extraction, and so much of 
the surface of the land only as is necessary for purposes of mineral extraction.” 

Section 614 (a) of the 1954 Code defines “property” to mean “each separate 
interest owned by the taxpayer in each mineral deposit in each separate tract or 
parcel of land.” Thus section 614 adopts the definition of mineral interest, not 
the definition of mineral property, as the definition of the “property.” By elimi- 
nating the phrase “in any mineral property,”. the present definition eliminates 
entirely the definition of “mineral property” contained in regulation 118, section 
39.23 (m)-1 (d) (2). That definition of “mineral property,” which has been 
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unintentionally omitted from the present law, served to preserve a semblance of 
practicality in the technical maze surrounding determination of the property. 

The practical effects of this unintended hardship are serious. For example, it 
is not unusual to acquire a single tract of land from which, for practical reasons, 
the coal can best be extracted by the opening and operation of two mines. The 
regulations under the 1939 Code properly permitted the taxpayer in such in- 
stances to compute his depletion allowance on the basis of two properties if he 
so desired, provided he followed consistent treatment. Under section 614 of the 
1954 Code this is no longer permissible. 

Prior to the enactment of section 614 of the 1954 Code a taxpayer had the right, 
and was required, to include in any “mineral property” (coal mine) that number 
of separate mineral interests, or portions thereof, which constituted the “mineral 
property” and under given circumstances he was permitted to aggregate two or 
more “mineral properties” (coal mines) into one “property” for depletion pur- 
poses. Section 614 of the 1954 Code in effect prohibits the treatment of separate 
mineral interests as one coal mine where two or more mines are part of the same 
operating unit, except that such treatment is permitted with respect to only one 
of such mines (one aggregation) within the operating unit, and is also permitted 
where the taxpayer elects to aggregate all of the separate mineral interests con- 
stituting the various mines in the operating unit into one “property” for depletion 
purposes. 

Section 614 of the 1954 Code has given rise to a serious unintended hardship 
with respect to reserve acreage held by a coal-producing company. It is not 
unusual for a coal company to acquire coal land, core drill it to determine as 
nearly as possible the exact nature and extent of the coal deposit, and retain it 
for a period of several years before determining the most desirable procedure for 
extraction of the coal. In many cases it cannot be predicted, in advance of 
actual development, whether market conditions and economic conditions of the 
company itself will dictate extraction of the coal through an existing mine, 
development and operation of a new mine or mines, or disposal of the tract by 
sale or lease. The regulations under the 1939 Code permitted the taxpayer to 
postpone that decision until he commenced development of the area, since such 
reserve acreage was not included in the meaning of the term “mineral property” 
as defined by the regulations. Section 614 of the 1954 Code, and the proposed 
regulations thereunder, require the taxpayer to attempt to predict the eventual 
disposition of such reserve acreage far in advance of the production of coal 
therefrom, because the taxpayer is required to exercise his election in the first 
year in which any exploration expenditures are made with respect to the mineral 
interest involved. 

The characteristics of mining of natural resources differ greatly as between 
industries. Unlike many of the other natural resource industries, the coal indus 
try is a bulk producer of a low-priced item, and its mining operations may well 
cover large acreages including a great many separate acquisitions. Frequently 
more than one seam is contained within the same lease, thus creating a multi- 
plication of the possible number of separate mineral interests. We do not pre- 
sume to know the characteristics which may exist in other natural resource 
industries, and therefore we do not desire to suggest legislation affecting the 
other extractive industries in this highly technical field. We have prepared a 
suggested amendment applicable only to the coal industry, which we believe 
would accomplish the declared intent of Congress when it enacted section 614 of 
the 1954 Code. That suggested amendment is as follows: 

“Section 614 of the Internal Revenue Code of 1954 (relating to the definition of 
property) is amended by inserting immediately after the word ‘mines’ in sub- 
section (a) thereof the following: ‘(other than coal mines).’ 

“Sec. 2. Section 614 is further amended by adding at the end thereof the fol- 
lowing new subsection : 

“*¢(d) Spreera, RuLe ror Coat MINEs.— 

“*(1) GENERAL RuLe.—For purposes of this subtitle, the term “property” 
means, in the case of coal deposits in respect of which the costs of production 
of the coal are required to be taken into account by the taxpayer for purposes 
of computing the 50 percent limitation provided for in section 613, each separate 
coal mine. The term “coal mine” means the coal deposit, the development and 
plant necessary for its extraction, and so much of the surface of the land only 
as is necessary for purposes of coal extraction, whether such coal mine consists 
of part of a separate mineral interest, the whole of a separate mineral interest, 
or any combination of separate mineral interests or parts thereof. A mineral 
interest owned by the taxpayer in a separate tract or parcel of land shall not 
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be included in the term “coal mine” until the first taxable year in which any 
expenditure for development or operation in respect of such separate mineral 
interest is made by the taxpayer. 

***(2) SPECIAL RULE AS TO AGGREGATION OF COAL MINES,— 

“*(A) Election to Aggregate Separate Coal Mines.—If a taxpayer owns 
two or more coal mines which constitute part or all of an operating unit, he 
may elect (for all purposes of this subtitle )— 

“*(i) to form one aggregation of, and to treat as one property, any 
two or more of such coal mines; and 
“*(ii) to treat as a separate property each such coal mine which he 
does not elect to include within the aggregation referred to in sub- 
paragraph (i). 
For purposes of the preceding sentence, separate coal mines which constitute 
part or all of an operating unit may be aggregated whether or not they are 
included in contiguous tracts or parcels. 

“*(B) Manner and Scope of Election.—The election provided by paragraph 
(A) shall be made, for each coal mine, in accordance with regulations prescribed 
by the Secretary or his delegate, not later than the time prescribed by law for 
filing the return (including extensions thereof) for whichever of the following 
taxable years is the later: The first taxable year beginning after December 31, 
1956, or the first taxable year in which any expenditure for development or 
operation in respect of the separate coal mine is made by the taxpayer. Such 
an election shall be binding upon the taxpayer for all subsequent taxable years, 
except that the Secretary or his delegate may consent to a different treatment 
of the coal mine with respect to which the election has been made.’ 

“Sec. 3. The amendments made by this Act shall apply with respect to taxable 
years beginning after December 31, 1953.” 

We urge the adoption of this amendment to correct, with respect to the coal 
industry, the unintended hardships outlined above arising out of the enactment of 
section 614 of the Internal Revenue Code of 1954. 

Respectfully submitted. 

Brice O’Brien, Assistant Counsel. 


Ernst & ERNST, 
Washington, D. C., November 28, 1956. 
Hon. Witzur D. MI1s, 
Chairman, Subcommittee on Internal Revenue Taration, 
Committee on Ways and Means, United States House of Representatives, 
Washington, D.C. 


Dear Mr. Mitts: We refer to the topic of “Adjustments required by changes 
in method of accounting” which was included for consideration in part 2 of the 
list of unintended benefits and hardships for the technical amendments bill of 1957. 

Point No. 4 states in part: 

“It is proposed that section 481 be amended to make it clear that adjustments 
with respect to inventory, accounts receivable, etc., acquired in years covered 
by the 1939 code will be required for a taxpayer who voluntarily changes his 
accounting methods. However, it is not intended to require adjustments with 
respect to these years to the extent such adjustments could not be made by 
reason of court decisions under the 1939 code.” 

We wish to protest against any proposed amendment to section 481 (a) (2) 
of the 1954 code as suggested above. It is my belief that no amendment should 
be made for the following reasons : 

I have in mind a corporate client organized about 50 years ago. Its records 
were on the cash basis. The nature of the business is somewhat akin to a service 
organization but a fair amount of inventory is required. Receivables and pay- 
ables are material and all writings on accounting for such business state that 
the accrual basis is the proper one. 

As the business grew, memorandum records were kept of receivables, inventory, 
and payables and in more recent years the monthly financial statements for 
management’s internal use have been prepared from the books kept on the 
eash basis with work-sheet adjustments to the accrual basis. Receivables and 
inventory are in excess of payables (including accrued expenses). 

I am told that for at least the last 10 years the management has been aware 
that if it changed its books to the accrual basis, it would have a substantial 
tax to pay on the transitional adjustment, much of which accumulated in years 
having lower tax rates. The company never had any intention to minimize taxes 
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by using the cash basis. In the first tax return required, the cash basis was 
the only basis acceptable to the Treasury Department. 

The Service has been reluctant to initiate a change because of the line of 
decisions holding that similar transitional adjustment would have to be made as 
of the beginning of the oldest open year. The statute of limitations would bar 
assessment for years prior and I have found no case where section 3801 of the 
1939 code was invoked. 

Thus a stalemate resulted; neither side would initiate action to correct the 
accounting to the accrual basis. Congress, in my opinion, adopted an equitable 
compromise solution, namely, that the transitional adjustment as of the beginning 
of the first year under the 1954 code would not be taxed. This was fair to the 
taxpayer as it freed him from the fear that the Service might in some way circum- 
vent the running of the statute of limitations. It was fair to the Service in 
that all increases in the transitional adjustment amount after December 31, 1953 
(for calendar year taxpayers), would be subject to tax even though the statute 
had run on 1954 or later years at the time that the Service invoked section 481. 

As stated in Prentice-Hali’s Official Explanation of the Internal Revenue Code 
of 1954 compiled from congressional committee reports, page 24349, “no part of 
the transitional adjustments will be-based on items that were, or should have 
been, under the proper method of accounting, taken into account * * *.” [Italic 
supplied.] On page 24350 is the committee’s example showing that the Decem- 
ber 31, 1953, transitional adjustment is not to be taxed when the change is 
initiated by the Service. The corporation I have in mind made the transitional 
adjustment on its books as of January 1, 1954 (after the 1954 code was enacted). 
Such adjustment comes within the “that were” category referred to above in 
the committee report. 

As mentioned, it is my opinion that Congress enacted an equitable compromise. 
If the recommendation by your committee is adopted, the stalemate situation will 
be restored. It will result in litigation if the amendment was made retroactive. 
It will be unfair to taxpayers who are forced to adopt the accrual basis and pay 
tax on the entire transitional adjustment. The courts have decided that the 
income tax applies only to the income for the year, and the transitional adjust- 
ment does not represent such income. Under “generally accepted accounting 
principles” it is not income but is a direct credit te surplus. To the extent that 
it applies to years on which the statute of limitations has run, the treatment of 
such transitional adjustment as nontaxable is in harmony with generally accepted 
accounting principles. One of the objectives is to endeavor to keep tax account- 
ing in harmony with such principles. Section 481 (a) (2) therefore does result 
in such harmony. 

For the reason stated, it is requested that no amendment be made to section 
481 of the 1954 code. 

Very truly yours, 
G. E. Baxer, Resident Partner. 





THe BANK LOAN PLAN 
Submitted by F. Lamar Watson,, New Brunswick, N. J. 


During a period of 10 years I have sold 63 bank loan life insurance policies 
for a total of more than $2 million of life insurance. The following facts have 
been established by that experience. 

Unless the insured is in very high tax brackets it is cheaper for a man over 
45 years of age to buy term insurance. Every person who was in very high tax 
brackets and to whom I submitted a bank loan proposal declined it because he 
preferred to own the policy without a lien on it. 

Most of the men who bought the bank loan plan were under 35 years of age. 
They wanted additional insurance and did not have the money to pay for it and, 
therefore, used the loan plan. They had confidence that their income would 
increase and that in future years they would be able to pay the premiums from 
income. The lower rate obtained by buying the insurance at the younger age 
offset the increase in cost over the years by the interest which was an added cost. 
At least one a year is now discontinuing the use of the loan plan. Many bought 
the loan plan, used a short income tax return and, therefore made no tax 
deduction. 

The average policy was in the sum of $35,000. The average premuim somewhat 
more than $1,000. The first year interest at current rates would be $45. The 
first year tax deduction would be about $12. Without the loan plan the sale 
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would not have been made. The United States Government would have col- 
lected $12 in additional income and lost the income tax paid by the agent who 
made the sale. 

It takes many years of experience and know-how to sell the loan plan. The 
agent who can do it earns a large income and pay an income tax in the 
upper brackets. Speaking for myself the United States Government in saving 
the $12 tax deduction above mentioned would lose $220 tax that I would pay on 
the commission I would earn on the sale. 


CONCLUSIONS 


There is a great need by young men who are being trained for management 
positions for the loan plan. In later years when life insurance is most useful 
for Federal estate tax purposes the corporation which employs them will give 
them large sums of life insurance at no cost. The entire premium which will be 
as much as $16 a $1,000 will be income-tax free to them and deducted by the em- 
ployer as a business expense, is therefore entirely tax deductible. 





Lez, TooMey & KENT, 
Washington, D. C., December 4, 1956. 
Hon. Witsur D. Mrs, 
Chairman, Subcommittee on Internal Revenue Taxation, Committee on 
Ways and Means, House of Representatives, Washington, D. C. 


Dear Mr. Mirus: In connection with your consideration of item No. 3 on the 
list of unintended benefits and hardships which were the subject of public hear- 
ings beginning November 19—postponement of gain from sale or exchange to 
effectuate FCC policies—we wish to make the following points : 

(1) We have been informed that from the very first (the provision in ques- 
tion came into the Internal Revenue Code with the Revenue Act of 1943) FCC 
certifications have been received and nonrecognition of gain accorded in the 
so-called voluntary cases. This long and uninterrupted administrative construc- 
tion, under circumstances where the FCC could certainly have been expected to 
raise a question of propriety if one existed, suggests that whatever benefits were 
enjoyed by taxpayers in such cases Were not unintended. 

(2) Since the proposed change, if enacted, will be an important substantive 
change in the law, it ought to be made prospective only. The FCC ought to with- 
draw its September 27 announcement, which was taken without notice of proposed 
rulemaking and was made effective within only 18 days, and await a determina- 
tion by Congress as to whether the change should be made. The following is 
quoted from the 1953 Annual Report of the Federal Communications Commis- 
sion (p. 17): 

“During the past year the Commission has been called upon to consider 
a number of requests for tax certificates pursuant to the provisions of sec- 
tion 112 (m) of the Internal Revenue Code which provides that sale or 
exchange of property, including corporate stock, may be treated as an 
involuntary conversion of such property if it is certified by the Federal Com- 
munications Commission ‘to be necessary or appropriate to effectuate the 
policies of the Commission with respect to the ownership and control of 
radio-broadcasting stations.’ These requests have, in recent years, usually 
related to situations in which a licensee who held the maximum number of 
station interests permitted by the Commission’s multiple-ownership rules 
wished to acquire a new station and was required, in order to do so, to 
dispose of one of its existing stations. 

“The Commisison has given careful consideration to the requests for tax 
certificates in these cases. For the legislative history of section 112 (m) 
of the Internal Revenue Code appears to show that the problem with which 
Congress was primarily concerned at the time it adopted section 112 (m) 
was that relating to the involuntary sale or exchange of property by broad- 
cast licensees resulting from the adoption in 1948 of Commission rules re- 
quiring certain licensees to dispose of existing facilities. And it is not clear 
that Congress, in adopting the section, contemplated that sales or exchanges 
made as part of a voluntary transaction initiated by the licensee itself and 
rendered necessary as a result of the voluntary transaction in order to keep 
licensees within the Commission’s multiple-ownership rules were to be com- 
prehended within the provisions of the section. 

“After careful study of the matter, however, the Commission has deter- 
mined that the language of section 112 (m) is sufficiently broad to inelude 
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this later category of cases and the Commission has, accordingly, issued 

certificates in appropriate cases coming within this category. The entire 

problem of whether further clarification of congressional interest in this 

matter should be sought is, however, being presented to the Congress in 

connection with its present overall study of the Internal Revenue Code.” 
No change was made by Congress in the course of reenacting the applicable 
section. By the ordinary rules of statutory construction this in itself should 
settle the problem of interpretation insofar as existing law is concerned. 

(3) The coverage of so-called voluntary cases is perfectly defensible as a 
matter of policy. Except within a narrow range, the only way a radio or 
television broadcaster which already has its quota of stations can experience 
further growth is by parting with its smaller stations and acquiring larger ones. 
So far as known no other taxpayers are subject to the same restrictions. Since 
the taxpayer is, in effect, asking merely to be permitted to make a tax-free 
exchange of property held for productive use in its trade or business for property 
of a like kind, it is within the policy of section 1031, which has been in the law 
for a generation. The fact that it is impracticable to make an exchange, and 
that a sale to 1 person and a purchase from another must be made, should 
not obscure the fundamental similarity of the 2 provisions. Nonrecognition of 
gain under such circumstances is presently accorded sales of residences under 
section 1034 of the code—whether voluntary or involuntary. 

(4) A peculiar need for nonrecognition treatment in these cases arises out 
of the fact that often the gain which is technically realized on the disposition 
of a station represents appreciation of goodwill and some portion at least of 
the reinvestment will be of the same nature. Therefore, unless there is non- 
recognition of gain on the prior sale, the taxpayer will be compelled to pay a 
tax, in part at least, on a shift of investment from one nondepreciable asset 
to another, both being held only for income-producing purposes and not for gain 
on resale. There is no real gain to the enterprise in the income sense, since an 
even greater amount of investment will be kept in the business as permanent 
capital than was there before. The effect of a change such as that suggested 
in item 3 is to levy a tax on growth. 

Respectfully, 
LEE, TOOMEY & KEN1 


STATEMENT RE Section 318 (a) (1) (A) (i), 1954 INTERNAL REVENUE CopE 


This statement is respectfully submitted for the record in lieu of personal 
appearance at the hearings scheduled for the week beginning November 12, 1956, 
relative to unintended benefits and hardships under the 1954 Internal Revenue 
Code. 

The statement is not filed in the interest or upon behalf of any specific client, 
but relates to what may prove to be a troublesome ambiguity noticed by the 
author thereof in examining the text of section 318, which contains the rules 
concerning constructive ownership of stock. More specifically, the uncertainty 
arises out of the language of subsection (a) (1) (A) (i) of section 318, which 
reads as follows: “(other than a spouse who is legally separated from the indi- 
vidual under a decree of divorce or separate maintenance) * * *.” 

The uncertainty of meaning becomes apparent in a situation involving spouses 
between whom an interlocutory decree of divorce which has not become final 
has been entered. In a number of States, such as California and Colorado, when 
a divorce is granted, the original decree is only interlocutory, and a specified 
period of time, usually a year, must elapse thereafter before the final decree 
dissolving the marriage is entered. However, the common practice is to settle 
such matters as division of property between the spouses and alimony payments, 
often by agreement ratified or incorporated in the decree, at the time the inter- 
locutory decree is entered. The question presents itself whether the constructive 
ownership rules of section 318 are intended to apply during this period between 
the entry of the interlocutory and the entry of the final decree. 

It is respectfully suggested that section 318 should not as a matter of sound 
policy be applicable after the entry of an “interlocutory decree in the absence of 
evidence of a reconciliation and resumption of cohabitation between the spouses 
which would operate to void the decree. Neither the purpose nor the assumptions 
of close relationship and amenability to de facto control which rationalize and 
justify these otherwise arbitrary constructive ownership rules have proper appli- 
cation to spouses one of whom has obtained an interlocutory decree of divorce 
It would indeed be a farfetched suggestion that a spouse who has gone through 
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the emotional frustration and bitterness which are ordinarily incident to a 
divorce proceeding is likely thereafter to be amenable to the influence and desires 
of the other spouse in the disposition or voting of stock now owned as his or her 
separate property. 

Were the interpretation of this language in section 318 (a) (1) (A) (i) a 
completely open question, it is believed that the courts would almost certainly 
hold that the words “a decree of divorce” in this subsection include an inter- 
locutory decree. Unfortunately, this is not the case. Substantially the same 
phraseology has been employed by the Congress in section 6013 (d) (2), relating 
to the privilege of filing joint returns. Several courts have now held, interpret- 
ing the identical language in the predecessor provision of the 1939 Internal 
Revenue Code, that an interlocutory decree is not a decree of divorce or separate 
maintenance so as to preclude the filing of a joint return during the interlocu- 
tory period. See Commissioner v. Marriner 8. Eccles (C. A. 4, 1954), 208 F. 2d 
796, which has since been followed in several decisions of the United States Tax 
Court and the Court of Appeals for the Ninth Circuit. It is at least doubtful 
that the courts will place a greatly varying interpretation upon the same language 
appearing in two separate sections of the code. 

Even if the Congress should be satisfied to accept this judicial interpretation 
in connection with the filing of joint returns, it does not follow that it should 
as a matter of fairness and policy permit the same interpretation to be 
placed upon section 318. On the contrary, for the reasons hereinbefore stated, 
such an interpretation runs contrary to fact and would produce a harsh and 
arbitrary application of the constructive ownership rules. 

In order to avoid litigation and obviate any such interpretation, it is recom- 
mended that section 318 (a) (1) (A) (i) be amended by inserting before the 
word “decree” the words “final or interlocutory.” Should it be desired to 
overrule the doctrine of the Eccles and like decisions for the future, such result 
may be readily accomplished by a similar amendment to section 6013 (d) (2). 

Respectfully submitted. 

ARTHUR A. KENT, 


Attorney at Law. 
San Francisco, CaALir. 


KENT AND BROOKES, 


San Francisco, October 29, 1956. 
Hon. Wiisur D. MIs, 


Chairman, Subcommittee on Internal Revenue Taration, 
Committee on Ways and Means, ; 
New House Office Building, Washington, D. C. 


Dear Sir: I have just read Subcommittee Print No. 1 of the proposed techni- 
cal amendments bill of 1957, and I notice the omission of something which the 
subcommittee might wish to cover. 

Section 534 (c), relating to the statement to be submitted by the taxpayer 
to shift the burden of proof to the Commissioner in an accumulated earnings 
tax case, appears to say that the taxpayer cannot submit its statement within 
30 days of receiving the Commissioner’s notice. I have no doubt that what 
Congress meant to say was that the Treasury Regulations, in prescribing the 
period within which the statment should be filed cannot prescribe a period of 
of “less than 30 days.” Instead, what Congress appears to have said, on a 
literal reading, is that the taxpayer cannot file its statement within a period 
of “less than 30 days.” This raises the serious possibility that a statement 
filed within 30 days is void and will not shift the burden of proof to the 
Commissioner. 

I cannot believe there is any reason of policy for forbidding the taxpayer from 
submitting the statement as soon as it wants to. I do not think Congress meant 
to discourage promptness. I believe it merely meant to assure the taxpayer a 
reasonable minimum period for preparation of an adequate statement. I sug- 
gest, however, that an amendment is needed to reach the desired result. 

The regulations when issued, probably will not remove the danger, because 
they probably will not be phrased so as to prohibit field officials from arguing 
as I have suggested. I urge, therefore, that an amendment to section 534 (c) 
be added to the bill. 

My own opinion about what the statute should provide is that it and not 
the regulation should prescribe the period. I think 60 days is an adequate 
time. I suggest the parenthetical clause “(but not less than 30 days)” be 
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eliminated and the subsection be amended to provide “within 60 days after 
the mailing,” etc. 

If, however, the Congress wishes the Treasury and not itself to fix the period, 
the parenthetical clause should be both moved and rewritten. It should be moved 
to the end of the clause so that it will immediately follow the word “regula- 
tions.” It should be rewritten to read “(which shall permit at least 30 days),”. 

Another difficulty with section 534 (c) is that it fails to state to whom the 
taxpayer is to submit the statement. Presumably this will be cleared up when 
the regulations finally appear. At present this office is submitting the state- 
ments to both the district director and the Commissioner, in order to be on 
the safe side. I think taxpayers would prefer having the statute contain all 
the vital procedural requirements, instead of having to find them in regulations, 
even after the latter become available. 

Respectfully, 


VALENTINE BROOKES. 


MuTvuAL SAVINGS BANKS’ COMMITTEE ON TAXATION, 
New York, N. Y., November 14, 1956. 
Hon. WILzBvuR D. MILLS, 
Chairman, Subcommittee on Internal Revenue Tazvation, 
Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


Srr: On behalf of the Mutual Savings Banks’ Committee on Taxation and its 
529 member banks, we enclose a statement in support of section 19 of the pro- 
posed technical amendments bill of 1957. This statement is in triplicate and is 
submitted for the record in lieu of an appearance before the subcommittee. 

Respectfully, 
Frep N. OLIVER, 
JOHN T. SAPIENZA, 
Counsel for Mutual Savings Banks’ Committee on Tazation. 


STATEMENT FOR SUBCOMMITTEE ON INTERNAL REVENUE TAXATION IN SUPPORT OF 
SEcTION 19 oF THE PROPOSED TECHNICAL AMENDMENTS BIL or 1957 


This statement is submitted on behalf of the Mutual Savings Banks’ Com- 
mittee on Taxation, an unincorporated organization representing 529 mutual 
savings banks located in 17 States. The committee supports and urges enactment 
of section 19 of the proposed technical amendments bill of 1957. 

Section 19 would amend section 582 (c) of the Internal Revenue Code of 1954 
by striking out the words “with interest coupons or in registered form.” As 
stated in the summary of the technical amendments bill of 1957, prepared by the 
staffs of the Joint Committee on Internal Revenue Taxation and the Treasury 
Department (October 24, 1956), this section would correct “an inadvertent 
error in the 1954 code by which banks may be denied ordinary loss treatment 
with respect to retirements on mortgages and other evidences of indebtedness, 
issued by corporations or governmental units, without interest coupons and not 
in registered form.” 

DISCUSSION 


Gains and losses upon the sale or exchange of corporate obligations which 
are capital assets in the hands of the taxpayer are in general treated as capital 
gains and losses. Under section 117 (f) of the 1939 Code a retirement of a cor- 
porate obligation is treated as a sale or exchange if the obligation is coupon 
bearing or in registered form. 

Banks make a large number of mortgage loans to corporations and individuals 
in the course of their banking business. The instruments evidencing these loans 
are not registered and do not have coupons attached. Under the 1939 Code a 
bank’s corporate loans were treated in the same manner as its other business 
loans. In the event of default, the bank was allowed a bad debt loss deductible 
in full from ordinary income or chargeable to the bad debt reserve. Losses on 
compromise of the indebtedness, on accepting the underlying security in lieu of 
payment, and on foreclosure, were also clearly bad debt losses. 

Section 1232 (a) (1) of the 1954 Code provides that gain or loss on the 
retirement of “bonds, debentures, notes, or certificates or other evidences of in- 
debtedness, which are capital assets in the hands of the taxpayer, and which 
are issued by any corporation, or government, or political subdivision thereof” 
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on or after January 1, 1955, shall be considered gain or loss realized on the 
exchange of the obligations. Section 1232 (a) (1) of the 1954 Code corresponds 
to section 117 (f) of the 1939 Code. It differs from section 117 (f), which applied 
only to debt obligations with coupons attached or in registered form. 

If the compromise, acceptance of the underlying security in lieu of payment, or 
foreclosure of corporate loans held by banks in the ordinary course of business is 
within the retirement provisions of section 1232 (a) (1) of the 1954 Code, a loss 
on the “retirement” of such a loan made on or after January 1, 1955, would be a 
capital loss. Congress clearly did not have in mind such a far-reaching change 
when it omitted from section 1232 (a) (1) the words “with interest coupons or 
in registered form.” This is readily apparent when the provisions of section 
1232 (a) (1) are read in the light of the entire 1954 Code. 

Under sections 165 (g), 166 (e), and 582 (a) of the 1954 Code, corresponding 
to section 23 (k) (2) of the 1939 Code, banks are allowed bad debt losses on the 
worthlessness of corporate obligations issued with interest coupons or in regis- 
tered form. Clearly Congress did not contemplate limiting the loss on the re- 
tirement of banks’ corporate loans, while providing a bad debt loss on the worth- 
lessness of corporate debt securities with interest coupons in registered form. 

Similarly, section 582 (ce) of the 1954 Code, which corresponds to section 
117 (i) of the 1939 Code, provides that in the case of banks, net losses on sales 
or exchanges of corporate coupon-bearing or registered obligations, including re- 
tirements of such obligations under section 1232 (a) (1), are deductible in full 
from ordinary income. It is difficult to believe Congress contemplated that 
losses on the retirement of banks’ corporate mortgages which are not registered 
and are without interest coupons would be capital losses, while those on corporate 
debt securities with interest coupons or in registered form would be ordinary 
losses. 

When Congress enacted sections 1232 (a) (1) and 171 (d) of the Internal 
Revenue Code of 1954, corresponding to sections 117 (f) and 125 (d) of the 
Internal Revenue Code of 1939, it removed the words “with interest coupons or 
in registered form.” It is clear that in enacting section 582 (c) of the Internal 
Revenue Code of 1954, corresponding to section 117 (i) of the Internal Revenue 
Code of 1939, the failure similarly to remove the words “with interest coupons 
or in registered form” was an inadvertent omission on the part of Congress. 


CONCLUSION 


Section 19 of the proposed technical amendments Dill of 1957 is needed in 
order to avoid any possibility of the severe and unintended consequence under 
the 1954 Code of depriving banks of ordinary losses on mortgage loans to corpo- 
rations made or held in the ordinary course of the banking business. 


STATEMENT OF JAY R. KENNEDY 


Under technical amendments bill of 1957, unintended benefits and hardships, 
your committee has before it item 19, dealing with amortization of premiums on 
bonds with call dates. I should like to address myself at first to item 19 without 
evaluating the central point of the item, namely, “that taxpayers be required in 
all cases to amortize premiums over the period to maturity.” 

(1) Treasury Department's suggestion “that the subcommittee make this new 
provision effective with respect to future purchases” should, I submit, be clarified 
to mean purchases subsequent to the actual enactment of the amendments bill of 
1957 rather than subsequent to the issuance of report on November 7, 1956. 

I propose this because the bondholder generally has for some time now borne, 
and still bears, the brunt of the unavoidably harsh burden of the hard-money 
policy of the Federal Reserve Board. As a group they are currently preoccupied 
with the crisis in bond portfolies, their personal financing of specific holdings, 
etc., all resulting from the severe depression in the price of bonds due to aggres- 
sively hard, tight money. They should not be confronted at the same time with 
any additional punishing proposal, however valid that would in any way change 
the 1954 Code without due and ample warning. They should be permitted the 
time period from date of issuance of report to date of enactment of legislation 
for an orderly reexamination of portfolios in the light of the initial proposals, 
interim reports, and promulgations of the committee. 
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(2) The Treasury Department’s suggestion to your subcommittee that the 
new provision be effective with respect to future purchases of callable bonds 
regardless of when issued should be rejected. Section 171 (b) of the 1954 Code 
expressly provides that the code’s restrictions on amortization of bond premium 
in bonds with early calls only affects bonds issued after January 22, 1951. It 
likewise provides that the code’s restrictive provision does not apply te bonds 
acquired prior to January 22, 1954. In my opinion both dates remain valid, 
but any amendment which does not continue a provision that at the very least 
applies only to bonds issued after January 22, 1951, flies in the face of the reports 
of both the House and Senate as stated in the language of the House in its 
report on 171 (b) of the 1954 Code when it said that restrictions must exempt 
bonds issued before January 22, 1951, in order “to prevent unfair retroactive 
application of the provisions to previous investors of long outstanding issues.” 
Nothing has happened since the enactment of the 1954 Cede to invalidate the rea- 
soning behind this language or the law that flowed from it. Quite the reverse, 
since the enactment of the 1954 Code hard money has created hardships for all 
bond investors including their investments in “long outstanding issues” with 
early calls. Such an additional hardship is manifestly unfair, unsound, and is, 
I hope to demonstrate, unnecessary. The bonds issued prior to January 22, 1951, 
still exist: investors still hold them; the indentures of these bonds still provide 
early call dates which bond issuers can exercise. The holders of such bonds 
with early calls still face this special risk apart from general market action risks, 
apart from risks and losses already resulting from the severe change in the 
price of money which has caused all bondholders to suffer. As Congress demon- 
strated by the language of its report re 171 (b) of the 1954 Code, it was well aware 
that these bonds were issued and acquired by the public long before any question 
of abuse, “loopholes,” etc., became a practical matter before the Congress or the 
Treasury Department. Present holders of bonds with early calls issued prior 
to January 22, 1951, were guided either by the 1939 Code, section 125, or the 1954 
Code, section 171 (b). In addition to the reasons for the date of January 22, 
1951, Code, to deprive bondholders of what the 1954 Code granted them at the 
present time when bonds are at a new low and the price of money at an all-time 
high since 1933 is needlessly disruptive and unfair. 

In a bond market as depressed as the present one is, selection operates in its 
most severe form. Were the application of the date of January 22, 1951, as 
expressed in 171 (b) of the 1954 Code to now be destroyed, bondholders holding 
such bonds with early calls and encumbered by their special risks might well be 
confronted by the situation where the bonds they hold could fall to a price 
reflecting not the price of money on the one hand and the yield to maturity on the 
other, but the price of money on the one hand, and the yield to earliest call on 
the other. In the case of bonds whose yield to maturity has in the present 
severe money market reduced their market price below early call or maturity 
value, these bonds could remain imprisoned below early call or fractionally above 
it even when an eventual easing in the price of money caused the rest of the 
bond market to rise to premium levels that properly reflect the then new price 
of money and the factors of yield to maturity which two elements, coupled with 
the grade of security, create the selling price of bonds in the open market. The 
merest possibility of such a development could be catastrophic. Insofar as 
bonds with early call whose high coupon establishes their price at a premium 
above call in the present depressed market, its effect could be immediate. As 
soon as the price of money is eased at all it could drastically affect bonds whose 
lower coupon causes them currently to sell below their early call price. These 
would surely be unintended hardships in the truest meaning of the words. 

(3) Any amendment to section 171 (b) of the 1954 Code that may be enacted 
by Congress in 1957 should, I believe, seek, even to the point of redundancy if 
need be, to make clear both the meaning and application of its amendment, as 
well as the intent of its amendment and the reasons for the intent of its amend- 
ment. Such a procedure is unfortunately made necessary by (a) the conduct 
of the Treasury Department prior to the enactment of 171 (b) of the 1954 Code 
as well as (Bb) its conduct after the enactment of that section and last (c) its 
conduct concurrent with its present proposals to the committee in item 19. 

(a) Prior to the enactment of 171 (b), Treasury proposed to the Committee 
on Ways and Means legislation which showed no cognizance of the need to avoid 
and “prevent unfair retroactive application of the provision to previous investors 
of long outstanding issues.” Wisely the committee recognized this deficiency in 
Treasury’s proposal and created equitable dates in section 171 (b) which would 
specifically prevent unfair hardship (January 22, 1951 and January 22, 1954). 
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(b) After the enactment of section 171 (b), Treasury Department spent 22 
months developing proposed regulation 1.171-2 (a) (3) which, in addition to 
being invalid and inconsistent is, by the most conservative construction of statu- 
tory meaning of the code in this regard, blatantly illegal. The proposed regu- 
lation’s retroactivity, its ignoring of the legislation’s dates and substitution of 
dates of its own, its ambiguity regarding “short period,” its substanceless refer- 
ence to expectation of “any economic advantage,” the meaninglessness of the 
term “arrangement” were all fully explored in a Treasury hearing on August 17, 
1956. Proposed regulation 1.171-2 (a) (3) rejects the legislation of Congress 
and usurps the power of Congress by creating contrary illegal legislation in 
the guise of regulation. 

(c) Concurrent with its present proposed amendment in item 19, Treasury 
is still pursuing proposed regulation 1.171-2 (a) (3), admitting that all regu- 
lations under section 171 are being held up by this fruitless effort. By doing 
so, Treasury is depriving the taxpayer of knowledge he is entitled to at the 
earliest feasible date and needs all the more because of the admitted “difficulty” 
the Treasury is having with paragraph 1.171-2 (a) (8). Treasury admits that 
it is pursuing this matter unilaterally and without reference to their own pro- 
posed amendment in item 19. In short, Treasury is bogged down in an illegal 
and unworkable morass which at best suggests the Department’s inability to 
come to grips with precise definition of the area of abuse much less the legal, 
practical means of correcting the abuse. At worst it is guilty of a deliberate 
procedure of perverting due process. This it does by threatening to compel 
the taxpayer to unnecessarily chase the executive branch down the corridors 
of the judiciary while the Treasury Department uses the taxpayers’ money 
against him in flat defiance of the law in the hope that either the pressure of 
time or the exorbitant cost of doing so or both will exhaust the taxpayer and 
that by sheer default he will lose those rights explicitly granted him under 
the law in 171 (b) of the 1954 Code. Treasury must be aware that the issue 
of time and cost are both very real to the individual who, unlike banks and 
institutions, cannot profit from this depressed bond market by increasing port- 
folio at these lower prices and must now give all attention to problems in port- 
folios, capital requirements for facing future attacks upon them, etc. I am 
well aware that this committee cannot order Treasury to respect or to under- 
stand the law. But the committee can suggest to Treasury and has in the past. 
It can make inquiry of Treasury as it has in the past. It can, when necessary, 
which it likewise has done in the past, go beyond the normal requirements of 
expressing intent and meaning behind legislation so as to safeguard the rights 
of Congress and of the citizens as delegated to Congress from abuses by any 
branch or subbranch of the executive. Indeed, in the present proposed technical 
amendments bill of 1957 in part II of technical amendments, item 5, page 14, 
treating with “election permitting certain proprietorships and partnerships to be 
taxed as corporations,” the Treasury Department itself suggests that “an amend- 
ment be made which would remove any doubt regarding the validity of this 
Treasury decision.” By the same token, may not the committee consider the 
suggestion of an amendment to section 171 (b) which would remove any doubt 
(from Treasury’s mind) regarding the invalidity to Treasury’s contemplated 
decision expressed in the form of proposed regulation 1.171-2 (a) (3)? 

I now wish to speak on the essence of Treasury’s proposal in item 19 that 
taxpayers be required in all cases to amortize premiums over the period to 
maturity. Now, before proposing new legislation of such sweeping character 
it behooves Treasury or any branch of Government to submit evidence that 
the old legislation has failed. Section 171 (b) of the Internal Revenue Code 
of 1954 has not failed. It has succeeded. Those bonds described by Treasury 
as the vehicles of abuse prior to the 1954 Code enactment sank to a proper 
market price based on grade of security, price of money and yield to maturity 
when the House committee announced its intention in January 1954. They sank 
substantially lower when the law was passed. They have never risen to a 
fictitious premium since. I can find no evidence on the bond sheets from the date 
of enactment of 171 (b) to the present day of any bonds issued to the public 
that have consistently sold above their proper premium price either before or 
after the Federal Reserve Board’s institution of the hard money policy in 1956. 
I can find no evidence of bonds issued prior to January 22, 1951, issued to the 
public and having early call that have consistently sold above their proper 
premium price in relation to the market either before or since the Federal Re- 
serve Board’s hard money policy instituted in 1956. 
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This is evidence that section 171 (b) has substantially succeeded. Treasury 
states in item 19 “* * * Taxpayers can accomplish this same result as before 
the enactment of the 1954 Code by using bonds with call dates slightly more 
than 3 years from date of issue and by using these bonds in this manner after 
they are 3 years old.” 

I find no evidence of abuse practiced in bonds issued to the public fitting this 
definition since the enactment of 171 (b) of the 1954 Code. Let us for the 
moment assume that such an abuse may exist, even though experienced bond 
investors, brokers, and economists, can find no evidence of it, whatsoever. This 
surely suggests that the evidence is very small indeed. It confirms the wisdom 
of the 1954 legislation. It places the issue of any contemplated amendment 
overwhelmingly in the area of preventive legislation rather than curative legis- 
lation. As such it must meet more than the usual test of farsightedness, em- 
bracing all the economic realities of the present money market as well as the 
economic realities of future unforseeable and constantly changing money mar- 
kets. It must surely meet the test of not creating greater ills than those it 
attempts to cure. It must also of course curb abuses if they do indeed now exist 
and those which in theory could exist in the future. In all fairness it must be 
stated that in theory at least within 171 (b), abuse, though in an extremely nar- 
rowed and unimportant area, could still exist. Since this matter first came up 
in 1953, every responsible and informed taxpayer, bond expert, economist, etc., 
has held that it is the duty of Congress, Treasury and of every citizen competent 
to judge the matter to assist in putting an end to sham transactions which per- 
mit abuse of tax law, deprive our Government of legitimate revenue and dis- 
organize the bond market. I will return to this subject of correctly curbing 
abuse, whether actual or theoretical, later. 

This proposal in item 19, even after clarification of effective date of “future 
purchases” as meaning purchasers after the date of enactment and even with 
the preservation of the date of issuance of bonds as embodied in 171 (b), which 
exempts from restrictive provisions of the law bonds issued prior to January 22, 
1951, would still be so sweeping and far reaching that it should not be passed 
unless the committee has before it charts, statistics, information, and data which 
the committee can secure under sections 8021, 8022, and 8023 of the 1954 Code) 
and if this data can demonstrate beyond the question of the slightest doubt that 
this proposal will not seriously dislocate the bond market in general as well as 
many aspects of that market in particular. For all the reasons thus far cited, 
this burden of proof must rest upon the Treasury Department. 

The shortage of time from the date of issuance of report (November 7, 1956) to 
the present date makes it impossible for me to state with fully satisfactory an- 
thority, accuracy, and responsibility all of the implications of such a sweeping 
proposal. However, the work done by my statistical, legal, tax, and research per- 
sonnel allows the statement of the following provisional objections: (a) bonds is- 
sued during the current hard-money policy with high coupons and having inden- 
tures which provide early call dates now in the hands of bondholders, carry with 
them the very real danger of call on these early call dates at the very instant that 
there is a reversal in the price of money ; this could be so swift and unexpected as 
was the current hard-money policy itself; (b) bonds of foreign government issue, 
friendly to our own Government and reacting to the price of money in their own 
economy while listed on American exchanges, require their government's support 
at high prices due to internal economic difficulty ; these very governmental issues 
are currently the subject matter of efforts to integrate various debts into single 
new bond issues. For their part, this sweeping proposal would, in my opinion, 
cut down the price of the existing bonds, to the detriment of the particular gov- 
ernment or governments because American markets for their bonds would vanish. 
On the other hand their efforts at refinancing may very well succeed, thus caus- 
ing them to exercise their early call. This fact, without the privilege of amor- 
tization which existed when these bonds were acquired would not only eliminate 
an American market for these bonds; it would impose a most serious hardship ou 
present American holders of these bonds, hardships not contemplated by law or 
visible to bond purchasers when these bonds were in good faith acquired. (c¢) 
There are a multitude of bonds issued prior to the time abuses of section 125 of 
the 1939 Code became an issue, with early call dates, with issuers in those indus- 
tries among the last to achieve integration and reorganization, under the ICC, 
SEC, etc., many of these bonds have coupons reflecting the compromises of reor- 
ganizations, as proposed by Government agencies rather than the actual price of 
money in the market at the time. In other instances in these industries the bond 
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coupons reflect the fact that integration and the beneficial consequences of reor- 
ganization were not yet fully seasoned at the time of bond issuance rather than 
the actual price of money in the market at that time. It is altogether reasonable 
to assume that the issuer of these bonds will in the face of the improvements 
reflected in their industries resulting from the general health of our economy 
and their corporations in particular, seek to retire bonds at early calls in order 
to refund (altering the substantive character and grade of the bonds in relation 
to preferred and common-stock issues of their corporations, etc., etc. The cou- 
pons of many of these bonds are so high as to make retirement and refunding 
attractive even in the present hard-money situation.) Here again bondholders 
who have been guilty of no abuse or exploitation of tax loopholes will be the vic- 
tims of unintended hardships were this sweeping proposal in item 19 to be em- 
bodied in law. 

I now wish to deal with the philosophy behind legislation which permits the 
amortization of bond premium to early call providing the taxpayer marks his 
bond down to that call price. It is understood that under now existing law, if 
a taxpayer purchases a bond at a price of, let us say, 107, with an early call at 
100, and he ultimately sells the bond at the price at which he purchased it, 107, 
amortizing bond premium to early Call as is his present right, when he sells the 
bond, having adjusted his cost price accordingly down to 100, he must pay a 
capital-gains tax. It is equally understood that Treasury’s proposal in item 19 
provides that the unrecovered premium should “be deductible as an ordinary loss 
where a bond is called prior to maturity for where a bond is sold after a call has 
been definitely announced.” The Treasury Department has made much of the 
fact that if the danger of a call is transformed into an actual call that the tax- 
payer will have his privilege of treating his loss of premium as an ordinary loss: 
the Treasury Department has even attempted to suggest that this is the whole of 
the privilege to which the taxpayer is entitled. In this the Treasury Department 
is probably incorrect, and fails to take into account the reasons why amortization 
of premium to an early call date was embodied in legislation in the first place. 
The price of a bond, as we know, is fundamentally determined by three facters, 
(1) the grade of security, (2) the current price of money at the time of purchase 
or sale, (3) the yield to maturity. In short, a bond, unlike a stock, is a loan. 
The purchaser of a bond does not enter into a contract to participate in dividends, 
stock splits, etc. There is no listed bond in the United States, and I realize the 
breath of that statement, unless it is the vehicle of a sham transaction, that 
does not derive its consistent price from the logarithmic connection between 
these three factors. There is no listed bond to my knowledge that in its premium 
and hence its price reflects yield to earliest call rather than yield to maturity. 
Where this not so, the entire bond market would be thrown into a state of utter 
bediam. Consequently a bondholder holding a bond with an early call carries a 
risk beyond the market risk (such as, for example, the risk faced in full force in 
the past 7 months by bondholders when the price of money drastically and un- 
expectedly changed). Since 1939, the tax law has provided that the bondholder 
holding a bond with an early ¢all shall have a corresponding offsetting elective 
privilege for the special risk of capital he takes (and which the market does not 
offset) as necessary incentive for acquiring bonds with early calls. Insofar as 
tax philosophy is concerned, this privilege of amortization to early call in bonds 
is as valid as express privileges of depreciation, oil depletion, depletion of other 
natural resources, and a host of economic realities which factors are taken into 
account by tax law and on which the Congress has correctly resisted all pressure 
to ignore these realities. In this the tax law both in the 1989 Code and in the 
1954 Code merely reflect (with respect to bond premium) the reality that no law 
prevents a bond issuer from establishing an early call and that this early call is 
part of the contract which a bondholder entered with the knowledge and because 
of the fact that a section of tax law took into account this special risk. All 
this springs justly from the simple principal that a man invests with the expecta- 
tion of profit. Were he not accorded an offsetting privilege he would not invest 
where special risk exists beyond the normal market risks. The bond market 
differs sharply from the stock market. The stock market affords the investor 
the opportunity of using knowledge and information, taking risks, to share in 
the ownership and profits of corporations, yet tax law recognizes special risks in 
even the case of stocks. Contrariwise, the bond market exists to give these 
corporations and other bond issuers the financial requirements with which cor- 
porations build, expand, and profit. Bondholders make loans for a fixed return. 

They do not usually expect “profits” in the meaning of the term as it applies 
to the stock market. Bondholders’ capital stands at the mercy of the price of 
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money, and is not necessarily inereased by the health of the economy, although 
bondholders have the privilege of being paid first before all other creditors of a 
company. The bondholder prepays in capital for the yield to maturity in the 
form of premium. He receives this capital back as ordinary income—interest 
income. Thus this capital is transformed into ordinary income and taxed as 
such. This bond premium may be safely returned by a noncallable bond. The 
bondholder may also buy a call bond. The issuer is protected by permitting 
reflotation at short notice in the bond’s indenture. Nevertheless the bondholder 
still pays capital in the form of premium on a yield to maturity basis, when he 
buys the bond. The market offers him no difference in price because of the early 
eall feature of the bond. He pays ordinary income tax as he gets that premium 
back in the form of coupons. The premium-deduction feature in the 1989 law 
gave cognizance to all this by permitting the deduction of the amount of premium 
from ordinary income through amortization and required the taxpayer to pay 
eapital-gains tax on the gain from the adjusted cost basis if he amortized and 
the bond was not ealled while he owned it. In the light of all these facts, the 
result of the sweeping proposal in item 19 would amount to the confiscation of 
eapital. The present extremely depressed bond market may temporarily obscure 
some of these workings of economic law in a seetion of the bond market but by 
no means in all of it. All of these factors are perfectly clear in that part of 
the market which still shows premiums above call or maturity. All of these 
factors are revealed and confirmed by the general history of bonds. They are 
predictable with respect to the future of bonds. To the professional eye they 
are equally visible in bonds selling below par at present due to the current price 
of money. The central economic reality is that presence of an early call in a 
bond does not reduce the premium based on yield to maturity which a bond- 
holder pays for it. Obviously where a bond buyer acquires a bond selling below 
par there is no amortization privilege operating in any event. In bonds selling 
above the maturity price, a bondholder holding a bond with an early call, having 
paid a price which establishes its basis on a yield to maturity (and not to early 
eall) would, if this sweeping amendment were passed, suffer a loss not con- 
templated in the contract entered with the bond issuer, and expressly prevented 
in the 1939 Code and to which cognizance was given in the 1954 Code. 

This leads me directly to the question of dealing with actual or theoretically 
possible abuses. 

In my opinion, an abuse of the legislative privilege of amortization to an early 
call exists wherever (a) the bondholder has acquired a bond with the assurance 
and privilege of selling it back to the original holder (or his agent) at a stipu- 
lated price regardless of the true market when the time comes for his sale of the 
bond; (b) where the purchaser of the bond does not really own the bond, i. e., 
cannot sell it into the market at a profit (or a loss) but must sell it to the original 
owner (or his agent) at an agreed-upon price lower (or higher) than the market; 
(c) where the original seller of the bond to the taxpayer has sold “short” (which 
obviously means he does not possess it, borrowing to deliver to the buyer with a 
fixed price between them at which the so-called purchaser sells the bond back to 
the original source from whence he thus acquired it; (d) when a purchaser 
places a “put” or similar hedge against his bond so that for a small cost he knows 
that he will ultimately sell the bond without taking the full risks of market 
action; (e) where there is a prearranged understanding between a bond issuer 
and a bond buyer in which the bond buyer has acquired tangible assurance that 
the indenture providing early call will under no circumstances be exercised; 
(7) where any of all of the previously stated connivances including the double 
deduction resulting from charitable contribution under section 170 of the 1954 
Code; (g) the double deduction itself resulting from charitable contribution and 
the loophole in this specific regard in section 170 of the 1954 Code: (h) where a 
closed corporation dealing with itself or with an interlocking closed corporation 
acquired bonds of its own issuance or of the issuance of interlocking closed 
corporations or its board of directors and stockholders acquire such bonds with 
early calls, in which they arbitrarily establish their own market in the price 
of these bonds and circumvent large corporate tax by paying themselves larger 
salaries against which they amortize this fictitious premium resulting from 
fictitious “price and market” in these bonds. This they can do with the certain 
knowledge that the bonds will not be called, for they and they alone hold the 
power to exercise these early calls. Abuses A-G, inclusive, can in theory take place 
in bonds issued to the public. They can be located with the accuracy of a 
Geiger counter by (1) a price which has within it a premium far in excess of 
the fundamental legitimate internal and external factors which determine the 
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proper price of a given bond on the bond table at a given time, (2) feverish 
volume within the bond, (3) transactions which upon inspection frequently are 
outside the quoted, listed market. 

All of these abuses can be prevented permanently whether the price of money 
be hard or soft by legislation which expressly provides that bonds acquired in 
any of the manners described above should not be entitled to the privileges of 
amortization to an early call. The enforcement of such legislation can be vigor- 
ously implemented by appropriate legal regulation and by Treasury ruling which 
provides that all bond dealers shall report to the Bureau of Internal Revenue 
any transaction conducted through their offices or to their knowledge which has 
taken place outside the quoted market width. In exactly the same way as the 
Federal Reserve Board now provides that deposit or withdrawal of cash by a 
depositor of more than a certain amount at any one time imposes upon the bank 
clerk the duty of reporting same to the bank manager, who in turn, must report 
it to the Federal Reserve Board. As to abuses G and H, legislation can provide 
that only bonds registered with the SEC may amortize bond premium to an early 
call date and it can further provide that bonds held by “controlling interests” 
under the meaning of the term as defined by the SEC may not amortize bond 
premium except to maturity date. 

Abuses resulting from fraud are deprived of statutory privilege in any event 
since the law expressly uses the language “holder of bonds” and this language 
presupposes the bona fides of the actual holding of the bond. In this latter case, 
since the legislative feature is covered all that is required is that Treasury enforce 
existing law. 

In summary, this proposed item 19 together with the Treasury’s illegal proposed 
regulation 1.171-2 (a) (3) as well as the Treasury’s specific proposal in late 
1953 which was wisely turned down by Congress in its 1954 Code, all reflect a 
persisting attitude of unclarity in Treasury no more temperate or appropriate to 
the small remaining problem that a surgical procedure of treating an ingrown 
toenail by amputating the patient’s leg. It also reflects a persisting disregard 
for the expressed views of Congress embodied in 171 (b), the solid evidence of 
the soundness of these views and legislation since 1954. Along with this goes 
an equal disregard for that large and competent body of opinion expressed on 
previous occasions in the bond market and money market which feels that denying 
amortization where there is the special risk of call, which includes a wide circle 
of funded debt clearly not embroiled in or remotely connected with abuse or loop- 
hole activity, is tantamount to the confiscation of capital. 

I respectfully submit to the committee that the true size of the possible present 
or future abuse be ever before their eyes as they contemplate new legislation; 
that the true size of the dangers within the so-called cure proposed by Treasury 
in item 19 be likewise ever present in their deliberations. I submit that legisla- 
tive language which would treat the abuses as I have stated them above would 
solve what remains of the problem without creating vastly larger ones in its place. 
I suggest that in no event should “future purchases” mean anything other than 
purchases after enactment of the amendment act of 1957. I likewise urge that 
whatever the final amendment on item 19, it return to the date of issue clause in 
171 (b) of the 1954 Code (January 22, 1951). I respectfully and earnestly rec- 
ommend that the committee exercise the fullest measure of its authority in 
helping Treasury to restore itself to a balanced, constructive, and legal outlook 
on this particular matter so that Treasury now abandon its proposed regulation 
1.171-2 (a) (3) and apply itself forthwith to suggestions for legislation on bonds 
with early calls as well as legal regulations compatible with due process, mindful 


of overall economic reality and the underlying philosophy of tax law consistent 
with free enterprise. 


STATEMENT TO Ways AND MEANS COMMITTEE REGARDING TECHNICAL AMENDMENTS 
BILy or 1957 


This statement concerns itself primarily with item 19 of the list of substantive 
unintended benefits and hardships and additional problems for the technical 
amendments bill of 1957 entitled “Amortization of Premiums on Bonds With 
Call Dates.” 

I am not unaware of the problem confronting the Treasury Department in this 
area, nor am I unsympathetic with legislation calculated to end abuses. I do feel, 
however, that legislation which is narrowly conceived without due regard to the 
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wider aspects of the securities market can be more harmful to the functioning 
of our economy and so ultimately to the Treasury than can be the abuse it is 
designed to correct. I particularly object to actions by the Treasury Department 
in this sensitive area which in the guise of “regulations” usurp the exclusive 
power of Congress to legislate. I refer here to the proposed regulation under 
section 171 of the Internal Revenue Code which was issued by the Treasury 
Department on June 14, 1956, and which, to date, has not been finalized. 

While the proposed regulation is not mentioned as a subject of the present 
hearings, I submit that consideration of this regulation by the committee is 
essential to the issue for two reasons: 

1. If the proposed regulation is legal and within the intention of Congress 
when it passed the 1954 Internal Revenue Code then the further legislation con- 
templated under item 19 of the list of substantive unintended benefits is super- 
fluous. 

2. If the proposed regulation is illegal, as seems to be the opinion of the 
Treasury when it puts before the joint committee the need for further legislation 
to effect the same result as required by its proposed regulation, then the Treas- 
ury stands accused by its own action of usurpation of the legislative prerogative 
of Congress and of irresponsible regulation. This is certainly a matter of con- 
cern to the joint committee which, under section 8022 (1) (B) of the 1954 Code, 
is charged with the duty “to investigate the administration of such taxes by the 
Internal Revenue Service or any executive department, establishment, or agency 
charged with their administration.” While I am aware that the hearings are 
before a subcommittee of the Ways and Means Committee, the proposals being 
considered under the list of unintended benefits were prepared by the staff of the 
joint committee and the Treasury, and I take it that the subcommittee is func- 
tioning within the ambit of the duties of the joint committee. It is evident to the 
undersigned, as it is to others engaged in the field of taxation competent to 
judge, that the proposed regulation is indeed illegal. 

I therefore enclose for the consideration of this committee, and incorporate 
in this statement by reference, a copy of my letter dated July 12, 1956, to the 
Commissioner of Internal Revenue, setting forth my objections to the proposed 
regulation because of their illegal character. To the objections listed in that 
letter I wish to add the following further objection: 

The proposed regulation is by its terms retroactive to the date of the enact- 
ment of the 1954 Code. To the extent that the proposed regulation concerns 
itself with the matter not newly enacted in the 1954 Code it of necessity applies 
equally to such portions of section 171 as are identical with the corresponding 
provisions of the 1939 Code. Since the new matter enacted in the 1954 Code 
dealt only with bonds issued after January 22, 1951, having a call date not 
more than 3 years after the date of issue, it is clear that the proposed regula- 
tion, to the extent that it deals with bonds other than those specific bonds, falls 
squarely within section 7807 of the 1954 Code which provides, in effect, that 
regulation under the 1939 Code shall apply until regulations are promulgated 
under the 1954 Code. Therefore, the retroactive application of such portions 
of the proposed regulation to bonds other than those specified in the 1954 Code 
is illegal. 

The whole approach to the subject of legislation or regulation in the field of 
securities on the basis of retroactive application to some date prior to actual 
enactment is, it seems to me, particularly ill advised and narrow in concept. 
The drafters may suppose that they have forewarned those who contemplate 
engaging in certain transactions, but what of those who already possess securities 
of a type adversely affected by the legislation or regulation? The market for 
securities is sensitive and retroactive enactment has the effect of springing a 
trap on owners of securities which must result in monetary loss to them and 
also, incidentally, to the Treasury. I am sure that the joint committee appre- 
ciates that by and large securities, whether callable or not, are purchased by 
the public for investment and not for tax reasons. In concentrating upon a tax 
abuse, the economic interests of the larger investing public has been prejudiced. 
Our economy depends for its continued expansion on the confidence of investors 
who are willing to take normal investment risks. It is surely more important to 
the economy that investors should not be trapped into losses than that a tax 
abuse may linger for a few more months. 

It is because I feel so strongly that legislation affecting securities should be- 
come effective only after enactment that I take comfort, I hope justifiably, in 
the language of item 19 of the list of substantive unintended benefits which states 
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that “the Treasury Department suggests that the subcommittee consider making 
the new provision effective with respect to future purchases of callable bonds.” 
This language is in contradistinction to that found under varieus other items 
which are recommended to be made retroactive to the date of the issue of the 
report ; namely, November 7, 1956. I trust that the language is a reflection of 
the realization of the committee that only future purchases after enactment 
should be affected by the legislation. 

Going to the substance of the legislation proposed under item 19 of the list of 
substantive unintended benefits, I do not believe that drastic legislation of the 
type suggested which in effect denies under all circumstances amortization of 
bond premium to a call date earlier than maturity is justifiable. It is, of course, 
true that no matter when a bond is issued and no matter how remote its first 
eall date, there comes a time when its first call date falls within 3 years from 
somebody's date of acquisition. That is not, however, the heart of the question. 
Bonds which provide for a call date prior to maturity have the legitimate and 
economically useful purpose of enabling a corporation to refinance at a time 
when interest rates are more favorable to it. A purchaser, on the other hand, 
sustains this risk of call when he acquires such a bond. For the tax laws to 
ignore this economic reality unduly hampers the free sale and purchase of such 
a security. 

Congress, in enacting the 1954 Code, was well aware of this economic fact 
when it explained in its committee reports that it did not intend to prejudice 
long-outstanding issues and when it restricted its effect to new issues with a 
call date of less than 3 years. It has evidently been discovered that certain cor- 
porations have circumvented the intent of the provision by issuing bonds with a 
eall date of slightly more than 8 years. 

It should first be observed that the fact that there have been such new issues 
does not furnish any valid reason for legislating with respect to long-outstanding 
issues. There can be no new facts concerning such issues that were not known 
to Congress when it enacted the 1954 Code. 

As to newly issued bonds, if it has been found that there has been an abuse, the 
law may perhaps be amended to apply to bonds having a call date of less than 
5 years, or even 10 years if the committee deems it desirable. Let us not, how- 
ever, to use an old cliché apt in this situation, throw out the baby with the soiled 
bath water. 

To summarize: First, if any legislation is enacted in this field it should not 
affect bonds issued before January 22, 1951, which is the date chosen by Con- 
gress, wisely, I think, in its 1954 legislation; and second, new legislation should 
affect only acquisition made after the date of enactment. 


OscaR HANIGSBERG, 
Certified Public Accountant, New York, N.Y. 


Jury 12, 1956. 
COMMISSIONER OF INTERNAL REVENUE, 
Washington 25, D.C. 


(Attention : T. P.) 


Dear Str: On June 14, 1956, there were published in the Federal Register pro- 
posed regulations issued under section 171 of the Internal Revenue Code of 1954. 
I wish to register my objections to a portion of these proposed regulations, spe- 
cifically paragraph 1.171-12 (a) (3). 

Subparagraph (i) speaks of the acquisition of bonds by a taxpayer “as a 
part of an arrangement pursuant to which he subsequently sells, exchanges, or 
otherwise disposes * * * of such bonds.” It does not seem possible to construe 
the word “arrangement” in any manner which will make the proposed regulation 
consistent with the law as enacted by Congress. 

It might be conceded that a legitimate purpose of a regulation consistent with 
the law would be to deny the deduction for amortization of bond premium in a 
situation where bonds are acquired and disposed of under an arrangement in 
which the outer forms of ownership are preserved but in which the risk of eco- 
nomie loss resulting from a eall has been obviated by some device. If the pur- 
pose of the proposed regulation is to effect this result, then it seems loosely and 
inconsistently worded. If such were the purpose, it would be expected that— 

(1) The vague word “arrangement” would be supplemented to indicate that 
only an arrangement which obviates economic loss as a result of call is con- 
templated. 
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(2) There would be no need to provide, as in subparagraph (ii), for any 
amortization by reference to the maturity date of the bond since the arrangement 
had obviated the risk of call. Amortization on any basis would be denied. 

(3) The proposed regulation would be effective for all years and not only 
for years beginning after December 31, 1953, and ending after August 16, 1954, 
because amortization under these circumstances would be denied at all times. 

It would seem, therefore, that the proposed regulation addresses itself to the 
simple type of situation where a taxpayer acquires a bond, holds it for a period 
during which he may suffer economic loss as a result of call, and then disposes 
of the bond in some manner. If this is so, the proposed regulation deals with 
exactly the situation considered by Congress before enacting the 1954 Internal 
Revenue Code. In dealing with this situation, the law which was enacted was 
very specific in its terms: 

(1) The bonds covered by the legislation were defined specifically as bonds 
issued after January 22, 1951, and acquired after January 22, 1954. 

(2) The legislation dealt specifically with bonds which have a call date not 
more than 3 years after the date of issue. 

The proposed regulation goes far beyond the law in these respects. 

(1) The proposed regulation covers all bonds ne matter when issued. It would 
apply to a bond which may have been issued many years before the call date but 
which happens to have been acquired within a short period before the cali date. 
This directly flaunts the letter of the law which specifies only bonds issued after 
January 22, 1951, and the intention of Congress as outlined in the Senate com- 
mittee report on the legislation which states “this effective date limitation, to- 
gether with the exemption of bonds issued prior to the 3 preceeding years, will 
prevent unfair retroactive application of the provision to previous investors or 
long outstanding issues.” 

(2) The proposed regulation speaks of the acquisition of bonds having a call 
date occurring within a short-period after the date of acquisition. This has 
no relation to the 3-year period laid down by Congress between the date of the 
issue of the bond and the call date. The proposed regulation therefore adds to the 
specific test established by Congress another test of the length of the period be- 
tween the acqnisition of the bond and the call date, and moreover describes this 
period as a short period which is a relative term completely impossible as a 
standard of objective administration. 

(3) The proposed regulation sets as a standard of denial of the amortization 
to the earliest call date the subsequent disposition of the bond. In other words, 
there is a possibility that such amortization will be denied because of the time 
or manner of the subsequent disposition of the bond. The law places no such 
test. The law requires only that the bond be held during the period during 
which it is subject to the risk of call. 

(4) The proposed regulation sets a test of economic gain or advantage to 
be derived independent of the Federal income-tax cousequences arising from the 
deduction of amortizable bond premium. There is no legal basis for introducing 
such a test inte the application of section 171 any more than into the appli- 
cation of section 170 dealing with the charitable contributions and gifts. If this 
line of reasoning were permitted, it would bring into question any transaction in 
which a taxpayer sold property as a resuit of which he expected to sustain 
a loss and consequently an income-tax deduction. The mere statement of 
such a proposition shows its absurdity. 

There can only be one test and that is did the taxpayer actually own the bond 
and did he actually sustain the risk of call? If he did, there can be no basis 
fer denying the deductiton. The Senate committee report on the 1954 legisla- 
tion places the abuse “Where the call feature is nominal or inoperative * * *.” 
The proposed regulation would deny the amortization where the cail feature is 
substantial and operative. 

It seems quite clear that instead of elucidating and executing the law written 
by Oongress, the proposed regulation represents a completely illegal approach 
to the same question dealt with by Congress. I therefore request that the pro- 
posed regulation be withdrawn. I further request that if public hearings are 
held on the matter, that I be given an opportunity to be heard. 

Respectfully yours, 


Oscak HANIGSBERG. 





484 TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 


New York, N. Y., November 15, 1956. 


Re list of substantive unintended benefits and hardships and additional problems 
for the technical amendments bill of 1957 (No. 19) 
Hon. Witsur D. MILts, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Sire: I submit the following statement for the record in lieu of an appear- 
ance, in relation to item 19, of the list prepared by the staffs of the Joint Com- 
mittee on Internal Revenue Taxation and the Treasury Department, and en- 
titled “Amortization of Premiums on Bonds with Call Dates.” 

1. This item suggests that taxpayers be required in all cases to amortize bond 
premiums over the period to maturity. I express no opinion as to the substantive 
merits of this proposal. 

However, since making retroactive such a drastic reversal of our tax philoso- 
phy would be outrageously inequitable, I am urging that if the subcommittee 
takes any actiton in line with the Treasury Department’s suggestion, then the 
prospective character of such legislation should be preserved. The Treasury 
Department itself has suggested making the new provision effective “with respect 
to future purchases” of callable bonds regardless of when issued. 

In this connection it might be noted that subcommittee Print No. 1 of the Tech- 
nical Amendments Act of 1957, in section 2 (b), provides for the retroactivity of 
all amendments unless a contrary intention is expressly provided. In relation 
to the suggestion under consideration, it is urged that such contrary intention be 
clearly expressed. 

2. The first sentence of the second paragraph of item 19 states: 

“The 1954 Code disallowed the fast writeoff for certain bonds with a call date 
more than 8 years from the date of issue of the bonds.” 

This is not an accurate statement. The 1954 Code provides that in the case of 
certain bonds (i. e., those issued after January 22, 1951, and acquired after 
January 22, 1954) amortization to earlier call date would be allowed “only if 
such earlier call date is a date more than 3 years after the date of such issue.” 
Thus, the fast writeoff was disallowed for these specified certain bonds only 
where the earlier call date was less than 3 years from the date of issue of the 
bonds. 

Ordinarily I would pass the use of the word “more” rather than “less” as a 
clerical error. However, in this instance I am led to believe that the choice of 
word is a further extension and compounding of an ultra vires move by the 
Treasury Department, previously initiated in its proposed regulations to section 
171 of the 1954 Code. 

In a proposed Treasury decision published in the Federal Register on June 14, 
1956, the Treasury Department took the position, in section 1.171-2 (a) (3), that 
where a taxpayer acquires fully taxable bonds as part of an “arrangement” from 
which he cannot “expect” to derive any “economic advantage” independent of the 
income-tax consequences, those bonds having a call date oecurring within a “short 
period” after the date of acquisition must be amortized to the maturity date. 
The vague and indefinite character of certain concepts in such proposed regula- 
tion, such as: arrangement, expectation of economic advantage, and short period, 
easts grave doubt on whether any transaction in any bond with an early call date 
would be exempt from application of the regulation. To date, there has been no 
expression from the Treasury Department negating such sweeping construction. 
Thus, it is fair to assume that to the Treasury Department the words “certain 
bonds” do not have the statutory connotation of those issued after January 22, 
1951, and acquired after January 22, 1954. The indicated legal consequences of 
the Department's intention are that certain bonds shall mean all bonds, regard- 
less of the dates of issue and regardless of the dates of acquisition, so long as 
they have call dates occurring “within a short period” after acquisition. 

My purpose in calling this to the attention of this subcommittee is twofold: 

(a) To avoid by silence any implication of acquiescence in the construction 
placed upon the existing law in the proposed regulations. 

(bv) To urge that this subcommittee—having determined to consider legislation 
in respect to the amortization of all bonds—not permit a subversion of the clear 
legislative intent of the existing law, expressed in section 171 (b) (1) (B) of the 
1954 Code, to be effected through the adoption of said proposed regulation, retro- 
actively covering transactions for the interim period from the enactment of the 
1954 Code to the enactment of the suggested new legislation. In my memorandums 
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to the Treasury Department, dated July 11, 1956, and August 16, 1956, I pointed 
out that the Department was in effect enacting new legislation, contrary to the 
legislative intent, under the guise of a Treasury regulation. I further pointed 
out that if such new legislation seemed warranted, Congress alone had the 
constitutional powe rto effectuate it. 

Congress at last has squarely before it the problem of the Treasury Depart- 
ment’s objections to the 1954 legislation ; in fact in its widest possible scope. 

It would therefore appear highly appropriate for this subcommittee— 

A. To take official cognizance of the prospective usurpation of legislative 
function, and to suggest to the Treasury Department the advisability of an 
immediate abandonment of the proposed regulation, section 1.171-2 (a) (8), 
pending action by Congress on the entire problem of bond premium 
amortization. 

B. To avoid unintended distress to taxpayers if new legislation is enacted, 
by expressly providing that it will be applicable only to purchases of bonds 
made after the date of enactment of such legislation. 

Very truly yours, 

SIDNEY KRAMER. 





STATEMENT OF E. M. Norton, SECRETARY, NATIONAL MILK PRODUCERS FEDERATION, 
NOVEMBER 28, 1956 


DEDUCTION FOR CHARITABLE CONTRIBUTIONS BY FARMERS’ COOPERATIVES 


The National Milk Producers Federation is a national farm organization. It 
represents nearly half a million dairy farmers and some 800 dairy cooperative 
associations which they own and operate and through which they act together to 
process and market at cost the milk and butterfat produced on their farms. 

Many of the dairy cooperatives represented by the federation are subject to 
the provisions of sections 521 and 522 of the Internal Revenue Code of 1954 re- 
lating to farmers’ cooperatives. Prior to 1951, the statute provided a general ex- 
emption and presented no problem with respect to deductions for charitable 
contributions. 

In 1951 the statute was changed, and farmers’ cooperatives now account in 
their income tax returns for the gross receipts which come into their hands. 
The new law recognizes the principle of farmers’ cooperatives ; namely, that they 
are basically a group of farmers acting together to perform processing and mar- 
keting services for themselves at cost. Consequently, the net savings made by 
farmers through the operation of their own cooperatives are deductible in the 
returns of the cooperatives, provided the savings are allocated back to the 
farmers as they ordinarily are. These deductions, plus other deductions pro- 
vided by law, result in no taxable income to cooperatives which are operated 
on a completely cooperative basis and which return all their net savings to the 
farmers either as cash or retained capital. 

This creates a special and unique problem with respect to charitable deduc- 
tions. If deductions for charitable contributions are strictly limited to 5 percent 
of taxable income, without making any allowance for the basic difference be- 
tween cooperatives and general corporations, the result is that no deduction 
for charitable contributions is available to farmers’ cooperatives. This is be- 
cause there is no taxable income figure to which the 5 percent limit can apply. 
The comparable figure in the case of cooperatives is net savings. 

Under this wholly illogical situation, charitable contributions actually operate 
to create a tax liability for cooperatives, instead of providing a benefit as the 
law obviously intended they should. Under such a rule, farmers’ cooperatives 
making charitable contributions reach the end of the year with the only item 
on which they owe tax being the charitable contribution. Thus the contribution 
stands out sharply as something for which, in effect, the cooperative has been 
penalized. 

We recognize the controversy that exists over the extent to which the savings 
made by farmers through the operation of their own cooperatives should be 
taxed. That issue should be met squarely. Charitable contributions are not 
part of it, and it should not enter into the consideration of the problem here 
presented. 

Farmers’ cooperatives do not make heavy charitable contributions, hut in 
most cases they put a willing shoulder to the wheel and help provide for the 
charities in the community in which they operate. 

No one would seriously contend that Congress had the remotest idea of penal 
izing charitable contributions or of denying to cooperatives a reasonable deduc- 
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tion for that purpose. Such a result is repugnant to the whole theory underlying 
the tax laws. The 1951 amendment, as carried into the 1954 Code, merely fails 
to make clear the adjustment relating to charitable contributions which the 
change in sections 521 and 522 makes necessary. 

The Internal Revenue Service currently is applying a strict interpretation tea 
the 1954 Code and is denying deductions for charitable contributions to many 
farmers’ cooperatives. 

New regulations covering section 170 are being developed, and we have asked 
that this matter be corrected in the regulations. We are concerned, however, 
that the Internal Revenue Service may conclude that the statute does not allow 
sufficient leeway for it to remedy the defect by regulation. We therefore 
thought it best to call the matter also to the attention of his committee so that 
legislation could be provided if needed. 

Considering the burden which taxes are and will be for many years, remov- 
ing frictions and irritations which are small taxwise but big in the sense of un- 
favorable public reaction becomes most important. 

All that would be required to correct this matter would be a simple amendment 
to section 170 of the Internal Revenue Code of 1954 providing that in the case 
of cooperatives the limitation on total deductions for charitable contributions 
should be computed on net savings instead of on taxable income. 

We urge you to give this matter of charitable contributions by cooperatives 
earnest consideration and to permit reasonable deductions for this purpose so 
the general policy of Congress with respect to charitable contributions will not 
be perverted. 


MARYLAND ELECTRONIC MANUFACTURING CorpP., 
College Park, Md., November 18, 1956. 
Hon. Wrrpur D. MILs, 
Chairman, Subcommattee on Internal Revenue Taration, 
Committee on Ways and Means, House Office Building, 
Washington, D. C. 


My Drak CHAIRMAN: You have announced that your subcommittee will hold 
public hearings beginning on November 19, 1956, in order to consider substan- 
tive changes in the Federal income tax law to correct unintended benefits and 
hardships now existing under that law. 

The undersigned has suffered a severe hardship under the Internal Revenue 
Code of 1989, as amended. This hardship could have been corrected by the en- 
actment into law of H. R. 10422 introduced by Mr. Herlong, of Florida, during the 
84th Congress, 2d session. Unfortunately that session came to an end before the 
Committee on Ways and Means had an opportunity to fairly consider the merits 
of Mr. Herlong’s bill (a copy of which is attached). 

The purpose of that bill was merely to give a fair method of computing average 
hase period net income under the Excess Profits Tax Act of 1950 in cases where, 
during the base period, the taxpayer acquired all or part of the assets and busi- 
ness of a receiver and where as a result of such acquisition losses were sus- 
tained because of the necessity for completing the contracts of the business held 
by the receiver. 

The amendment proposed by the bill was necessarily technical in ferm but 
the basic principle followed in computing a fair average base period net income 
in such cases was to determine the average earnings on the business of the tax- 
payer from date of acquisition leaving out of account income, losses, or other 
items attributable to contracts or business assumed from the receiver for the 
creditors, and to provide for an extension of the statute of limitations. 

Provision was made to cover the different cases which might arise on account 
of the time of acquisition during the base period. 

There is ample precedent for such an amendment in section 459 (d) of the 
Excess Profits Tax Act of 1950, which gives relief to radio and television broad- 
casting companies where the losses from the television business are disregarded 
in computing base period net income. As in the case of the radio and television 
broadcasting business the operation of the business during the base period is 
not properly reflected by the average income of the taxpayers because the income 
earned is reduced by losses that are not normal in nature but are merely transi- 
tional and nonrecurring. Thus once the unusual period is completed it can be 
expected that the income will be at least as large as that indicated from the 
regular profitable operation of the business plus an added amount made possible 
by turning the time, money, energies, etc., of the company entirely to profit- 
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making operations rather than to the transitional and costly business problem. 

The relief given the radio and television companies was proper and meritorious. 
It helped many large companies. The undersigned is a comparatively small 
company. It would seem that the enactment of this bill proposed by Mr. Herlong, 
would give Congress a chance to show that it was as anxious to help small busi- 
ness as it was to help big business. The merit of the claim for relief is sub- 
stantially the same in both cases. 

Recognizing that you are now proposing only 1 week of hearings and that time 
is of the essence, it is requested that this letter be included in the record of your 
hearings, in lieu of an appearance. 

A full description of the facts in our case has previously been filed with Mr. 
Stam, chief of staff of the Joint Committee on Internal Revenue Taxation. 

Respectfully submitted, 
Witr1aM R. Morse, President. 


AMERICAN HOSPITAL ASSOCIATION, 
WASHINGTON SERVICE BUREAU, 
Washington, D. C., December 7, 1956. 
Hon. WiLBur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, Committee on 
Ways and Means, House of Representatives, Washington, D. C. 


DEAR CHAIRMAN Mitts: The American Hospital Association warmly endorses 
the basic purposes of the current inquiries of the Subcommittee on Internal 
Revenue Taxation, House Ways and Means Committee. Through continuing 
study, the Internal Revenue Code can be improved to meet, as fully as possible, 
the mission designed for it by the Congress, with equity among all taxpayers and 
in furtherance of the economic growth and stability of the Nation. 

Two matters under current consideration by the subcommittee are of great 
interest to this association. The first concerns short-term charitable trusts. 
We believe that the inclusion of such trusts in the list of substantive unintended 
benefits must have been an error. The legislative history of section 673 of the 
Internal Revenue Code of 1954 clearly reflects that it was the intent of Congress 
to provide this benefit to operating nonprofit charitable or educational institu- 
tions, such as hospitals or universities. 

Experience demonstrates that this section, making possible short-term char- 
itable trusts, has encouraged more generous giving during the lifetime of donors, 
and has, as a consequence, been helpful to hospitals in their efforts to obtain 
funds to finance their operations. Our charitable nongovernmental hospitals 
face serious financial problems and need the help afforded by this section. The 
importance of these institutions as discharging public-service functions has, as 
you know, been recognized by the Hospital Survey and Construction Act. While 
the income made possible by section 673 by no means solves the financial plight 
of hospitals, it does enable donors, for a short period of time, to set aside a 
portion of their estates for the benefit of hospitals and other charitable or edu- 
cational institutions, and in such fashion provide funds needed to finance the 
operations of such institutions. 


Decemper 7, 1956. 

The incorporation in the 1954 Code of section 673 making possible short term 
charitable trusts had the enthusiastic support of this association. We strongly 
urge that this section be continued in its present form. We are convinced that 
the reasons for it are as valid today as they were at the time of the enactment 
of the 1954 Code. 

The second matter has to do with section 403 of the 1954 Code. This section 
currently permits an exempt educational, charitable or religious organization 
to purchase an annuity for any one.or more of its employees and such annuity 
does not become taxable for the employees until they start to receive annuity 
payments after retirement. No limitation on the amount of the annuity is 
imposed. 

Possibly some exempt organizations, have paid the compensation of their em- 
ployees in whole or in undue part through the purchase of annuities. It is 
believed, that such practice occurs rarely rather than generally. The sug- 
gestion to limit annuity contributions of tax exempt organization for their 
employees to 10 percent of salary will not only control the few isolated instances 
of excessive diversion of salary payments, but will interfere at the same time 
with the latitude employers should have in establishing bona fide retirement 
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plans for their employees which was the purpose of this section of the code. 

The approach suggested of imposing a blanket limit on retirement plan con- 
tributions will create many hardships to hospitals and other health organiza- 
tions throughout the country. The salaries in this field are not substantial and 
one of the inducements of employment is the establishment of adequate annuities. 
The crux of this issue, as we see it, is to control the undue diversion of salary 
payments to the purchase of annuities, but at the same time, to permit em- 
ployers to establish bona fide retirement plans. 

Possibly a reasonable balance may be achieved through a relation of annuity 
to salary. We suggest that this approach is unnecessary, that other means 
ean be developed to meet the problem of salary diversion. However, if it is 
the considered judgment of this committee and the Congress that a limitation 
is required on the amount of annuity contributions that tax exempt organiza- 
tions can make in relation to the salary of their employees, the American Hos- 
pital Association respectfully suggests that such limit be placed at a level ade- 
quate for the purchase of a reasonable annuity. A level of 25 percent or 30 
percent of annual compensation has been suggested by members of this associa- 
tion. While we do not feel qualified to say what the level ought to be, we are 
confident that it should be well above the suggested 10 percent. 

The American Hospital Association would appreciate your inclusion of this 
letter in the record of your subcommittee hearings. 

Sincerely yours, 
KENNETH WILLIAMSON, 
Associate Director, American Hospital Association. 


STATEMENT OF GRENVILLE HOLDEN, PRESIDENT oF F. C. Huyck & Sons 


Mr. Chairman and members of the subcommittee, my name is Grenville Holden. 
I am president of F. C. Huyck & Sons, of Rensselaer, N. Y. 

I should like to tell you about a problem that confronts our company and, I 
believe, most companies of our modest size. I ask that this statement be in- 
corporated in the record of your hearings. 

At its main plant at Rensselaer, N. Y., and also at a branch plant recently con- 
structed at Aliceville, Ala., our company manufactures woven papermakers’ “felts” 
(viz, tough conveyor filter-belts used as moving parts of paper machines). At 
small plants at Peterborough, N. H., and Cavendish, Vt., we make other industrial 
fabrics, bed blankets and cloth. We have recently acquired at Huntington Sta- 
tion, N. Y., a small plant which makes precision instruments and control devices. 
We also have a Canadian subsidiary, which manufactures papermakers’ felts, 
blankets and cloth at Armprior, Ontario. The business started as a partnership 
in 1870, and was incorporated in 1907. Now our consolidated assets are about 
$22 million and annual sales about the same. We have about 2,000 employees. 

I am filing this statement not because anyone asked me to, or even suggested it. 
I am addressing you because our company has a problem ; because that problem is 
almost a standard problem with small corporations ranging in size from $1 million 
in assets to some much bigger than ours ; because I believe you gentlemen will want 
to do something about this common problem; because what you can do will not 
only afford relief, but will also strengthen. our small-business economy; and 
because in the long run such relief will not only not impair the Government’s tax 
revenue, but will probably increase it. I shall describe later my. recommendation 
for this relief, viz. the encouragement of stock dividends under a two-class com- 
mon stock structure as a method of enabling smaller corporations to finance their 
capital needs. 

Our company’s problem is that we need capital, not amounts that are large in 
proportion to our size, but a steady flow of new money from year to year, to buy 
new machinery, to finance expanding inventories, and to diversify our products. 
This need for more capital is not just momentary ; we have felt this increasing 
pressure for some years, and if we are to remain healthy we see no escape from 
this increasing pressure in years to come. 

When I came with the company as its president about 6 years ago, it was 
burdened with some $4,500,000 current bank loans. In 1952 we took steps to 
make a public offering of stock through a registration statement and underwrit- 
ing. But it became evident that making such an offering was impossible even 
though the convertible preferred stock which we wished to sell was the most 
readily marketable kind of equity security at that time. Instead, we refunded 
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the balance of the bank loans and obtained some new money by borrowing a total 
of $3,800,000 from insurance companies on 20-year unsecured sinking-fund deben- 
tures. Early in the current year we negotiated a $5 million revolving bank credit 
available for 3 years—a strictly temporary expedient which in turn ngust be re- 
financed. Thus our capital needs in recent years have been met by debt financing, 
but throughout this period we have known that debt financing could not give usa 
complete or satisfactory long-term solution, and now we are at the point where 
even further debt financing will be limited or unavailable. 

As regards our ability to raise capital by selling equity securities, we have some 
good factors but they seem to be outweighed by adverse factors. Our company 
has paid dividends every year during the 49 years of its corporate existence ; and 
during the last 15 months the market value of our common stock has increased 
over 70 percent. On the other hand, our stock is not listed on any stock exchange, 
but is traded over the counter in a rather thin and infrequent market, mainly in 
Albany, N. Y. Aside from our preferred stock, most of which was issued years 
ago, we have outstanding some 216,000 shares of common stock (market value 
about 33), owned by some 550 stockholders. 

We are not in a position to raise capital by a public offering of conventional 
equity securities—whether common stock, preferred or convertible preferred— 
because we are not yet widely enough known and our market is too “thin.” 
So to supply our capital needs we want to develop a common stock structure and 
stock dividend policy which will enable our company to retain a larger amount 
of its earnings and, as the stock increases in value, at the same time attract 
a broader variety of potential investors. 

Of our earnings available for the common stock in recent years we have 
been paying out around 40 percent in dividends, but retention of the remainder 
does not satisfy our needs for new “growth” capital each year. When we con- 
sider our stockholders’ preferences, we know that many of them would want to 
continue receiving cash dividends. We also believe, however, that many others 
would prefer not to receive cash dividends, provided that their dollar interest 
in the company’s net worth is not reduced by the payment of cash dividends 
to other stockholders while they receive none. 

In other words, some investors are interested in current return and others 
are interested in long-term appreciation. The desires of both can be satisfied 
in a single company by providing two classes of common stock. On one class 
the dividends would be payable in cash (either pursuant to charter require- 
ment or decision of the directors), and in like manner on the other class the 
dividends would be payable in stock, that is, stock of that same class. This 
would give each kind of investor just what he wanted—one class of common 
stock for those who wanted current return and one for those who wanted long- 
term appreciation. It would enable the company to retain additional earnings to 
help supply its capital needs, and to broaden the market for future stock offerings 
by having types of stock available which are attractive to both kinds of investors 
instead of only to one. 

Up to this point we do not encounter any tax problem—or at least we should 
not. However, I recently learned that the Treasury Department is proposing 
a new regulation, section 1.305-2, which would tax such stock dividends because 
of the mere existence of two classes of common stock. In other words, the stock- 
holder is to be taxed on his stock dividend merely because he could have sold 
his stock-dividend class shares (incurring a taxable gain or loss) and then 
bought an equivalent amount of cash-dividend class shares. I am advised by 
counsel that in their opinion this provision of the proposed regulation would be 
invalid, because it would flout the declared will of Congress in section 305 of the 
Internal Revenue Code. I doubt that the Treasury will proceed to promulgate 
this provision ; and I am confident that you gentlemen and the Congress will not 
countenance it. 

To achieve all the needs of the two types of investor, and of their company, 
however, we must add one element of the two-class common-stock arrangement. 
We must provide some degree of convertibility between the two classes; namely, 
there must be in the stock-dividend class the right to convert these shares into 
shares of the cash-dividend class. Without such a conversion privilege, holders 
of the stock-dividend class would not have available for their shares the full 
extent of the market for their company’s stock at such time as they might want 
to sell, because their market would be restricted to buyers interested only in long- 
term appreciation. 

Do we encounter any tax problem at this point? Apparently, yes: Even if 
the Treasury eliminates the extreme provision of its proposed regulation, the 
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Treasury's attack on stock dividends is so broad that it would tax stock divi- 
dends even where a stockholder could obtain them only by surrendering the 
entire interest represented by his shares and exchanging it for a new entire 
interest represented by shares of a different class. There is grave doubt, as I 
am advised, of the validity of this aspect of the proposed regulation. Under the 
general rule laid down in code section 305 (a), any distribution by a corporation 
to its shareholders in its own stock is nontaxable. Under section 305 (b) (2), 
briefly speaking, there is an exception where, at the election of any of the share- 
holders, the distribution is payable either in the corporation’s stock or in 
money—and where this election exists a stock dividend is taxed just like cash. 

Until the Treasury’s recent proposal, it was, I believe, generally recognized 
that the kind of election which brought this exception into operation was limited 
to an election between receiving the dividend itself in one form or the other. 
Now, however, the proposed regulation plainly implies that the so-called election 
which will result in taxing stock dividends is far broader than a true election, 
i. e., a free election. This broader taxable election would also include situa- 
tions where (to be entitled to the election between stock and cash) the stock- 
holder must incur a change of position or detriment that goes far beyond and 
is unrelated to the form of the dividend itself—as, for example, where he is 
required to give up his old stock and take a new stock. This proposed stretching 
of the taxable exception to the general rule seems just as unwarranted as it is 
unnecessary. I trust that you gentlemen will be prompt to take effective meas- 
ures to preclude any such distortion of the will of Congress. 

Thus I earnestly urge you to take whatever steps are appropriate to make 
clear that there is no objection to the use of two-class common stock, with the 
right in the stock-dividend class to convert those shares into shares of the cash- 
dividend class, and that stock dividends paid under such a corporate structure 
are nontaxable. 

By proposing the new regulation the Treasury has threatened to tax all such 
stock dividends, and others too. As long as that threat stands—even though 
the regulation were not promulgated, and even though probably invalid if it 
were—the threat itself is practically as effective as law in making corporations, 
underwriters, and their lawyers refrain from using this sound method to 
enable smaller corporations to finance their capital needs. I think you will 
agree that when an administrative threat assumes the force of law, it is time 
for Congress to act. 

In closing;»may I briefly list the consideration of sound public policy which 
stamp this recommendation as an urgent benefit for our economy: 

(a) It will encourage small- and moderate-sized business, will broaden the 
ownership of private enterprise, and will encourage savings and investment. 
It is definitely anti-inflationary, in that it will not only promote the flow of 
corporate funds into new productive capacity but will also reduce the distribu- 
tion of funds available for consumer spending. 

(b) It does not permit tax avoidance by stockholders: Any stockholder 
receiving and selling a stock dividend takes a gain (if there is one) and pays 
his tax under existing tax law, which holds that.he is not collecting a dividend, 
but that he is actually just selling a piece of the investment he already owned, 
now represented by more pieces of paper than before. 

(c) It does not permit the corporation to enable its stockholders to avoid 
income tax by accumulating earnings beyond the reasonable needs of its business 
(eode secs. 531-537). Stock dividends would continue to form no basis for 
exemption from the penalty tax under these sections, and any corporation which 
adopted the suggested structure to retain cash would have to comply with the 
requirements of reasonable needs of the business just as much as heretofore. 

(d) Actually, as this structure began to be used by corporations in need of 
additional capital funds every year, I think it is plain that the tax-free stock 
dividend feature would tend to increase the Government's tax revenues and not 
to decrease them. Corporations could obtain capital funds more easily and thus 
increase their earning power more easily resulting in increased corporation tax 
payments. Many corporations would be relieved of financing so much of their 
eapital needs by debt; this would increase corporation tax yields by reducing 
corporate deductions for interest—without correspondingly reducing taxes on 
interest received by lenders, because increasingly such long-term debt is held 
by exempt institutions and by insurance companies paying low tax rates. 

(e) The position on stock dividends which the Treasury now proposes wonld 
inhibit growth in the very areas of small- and moderate-sized business which 


suffer most from the growing scarcity of money, and where the country needs 
growth the most. 
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STATEMENT OF THE NATIONAL SMALI-BusINess Mens ASSOCIATION ON Topic 27, 
PREMIUM PAYMENT Test ON Lire InsuRANCE, NovEMBER 27, 1956 

Mr. Chairman, my name is John C. Davis. I am executive director of the 

National Small-Business Mens Association, 801 19th Street NW., Washington, 

D.C. This association is primarily interested in constructive methods of elimi- 

nating the negative impact of estate taxes on American small business. 

We cannot emphasize too strongly that this is a very real problem, and one 
that now seriously impedes the processes of business growth so vital to the 
economic health of this Nation. 

Our members continually submit to us unanswerable problems in this area. 
All too often the only recourse is merger or liquidation. The damaging effect 
of this alarming trend is perfectly obvious, yet we continue to focus on increasing 
the Federal revenue at the expense of, rather than with due regard for the 
vitality of, private enterprise that must produce that revenue. 

This problem is closely related—if not a direct consequence—of a tax policy 
that makes impossible the accumulation of capital. We seem to have lost sight 
of the fundamental premise that income cannot be produced without capital. 
In fact, the Federal policy appears to be aimed at defeat of opportunity to 
accumulate capital. 

The small-business man is forced to depend largely on bank credit for operat- 
ing capital and for payment of taxes, and at the same time we are faced with 
a tight money market. It is high time than an effort be made to gain perspective 
on the situation, and to give consideration to means of promoting healthy pros- 
perity instead of destroying the nationa] initiative. 

With respect to the impact of estate taxes on small business we believe it 
desirable, if not imperative, that alternative methods of treatment be made 
available. It would appear that the two most practical means are life insurance 
and the tax-anticipation-certificate plan which is currently being perfected. 


THE PREMIU M-PAY MENT TEST RESULTS IN DISCRIMINATION AGAINST SMALL BUSINESS 


We are opposed to the application of the premium-payment test because this 
test primarily discriminates against the owner of a small business. Individuals 
with means can, and generally do, provide other avenues by which premiums 
on an assigned policy can be paid. In such case, the proceeds of the policy 
do not become a part of the insured’s estate. In the case of the small-business 
man, the premiums generally must be provided by the insured. In such case 
the presumption created by the premium-payment test would make the proceeds 
of the policy subject to the estate tax. The result is a clear discrimination 
against the small-business man. 














THE 





PREMIUM-PAYMENT TEST DISCRIMINATES 


OTHER FORMS 


AGAINST INSURANCE IN FAVOR OF 
OF PROPERTY 





It is entirely clear that a gift of securities or any other form of property 
would be subject only to gift tax, and that no gain or increment accruing to the 
donee could possibly be regarded as part of the estate of the donor. Our case 
law clearly recognizes the property status of insurance, and no valid reason 
ean be advanced why it cannot be freely disposed of on a parity with any other 
ferm of property. 

There appears to be an attitude that insurance is a windfall or that it is a 
kind of tax dodge. On the contrary, it is a carefully calculated investment, 
paid for with taxed dollars, designed to compensate for loss of earning power, 
to provide funds for estate taxes, and to provide funds for capital needs and 
management costs. In no sense is insurance a creation of new wealth. 

The fact that the increment may be indefinite at the time of assignment has 
no bearing on the property status of the insurance contract. The formula is 
definitive as of any time, and it is paid for on this basis. 

There is no legal justification for lifting out a portion of the insurance contract, 
and, because of its relation to a future event, imputing to it a testamentary 
status which is based on a misconception. 

In our opinion the premium payment test will be declared unconstitutional in 
line with the holding of the Kohl case. 
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CONCLUSION 


We submit that the critical need of the small-business man for cash is more 
persuasive than the legal reasons for opposing the premium-payment test. 

Our laws as well as our economic philosophy, recognize insurance as a special 
kind of property having important social connotations which are entirely 
consonant with the enterprise system. 

Furthermore, insurance is virtually the only avenue left by which a small- 
7c man can accumulate funds for estate taxes and for continuation of his 

usiness, 


NATIONAL ASSOCIATION OF INVESTMENT COMPANIES, 
New York, N. Y., December 6, 1956. 
Re list of substantive unintended benefits and hardships under consideration 
by the Subcommittee on Internal Revenue. 
Hon. Leo H. Irwin, 
Clerk of the Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


Dear Mr. IRWIN: I enclose four copies of a memorandum submitted on behalf of 
the tax committee of the National Association of Investment Companies with re- 
spect to item 6 on the list of substantive unintended benefits and hardships 
currently under consideration by the Subcommittee on Internal Revenue of the 
Committee on Ways and Means. 

You will recall that we originally requested an opportunity to appear and 
later withdrew that request and undertook to submit the enclosed memorandum. 

Respectfully yours, 
VINCENT L. BRODERICK. 


NATIONAL ASSOCIATION OF INVESTMENT COMPANIES 


Statement for the Subcommittee on Internal Revenue Taxation of the Committee 
on Ways and Means regarding substantive unintended benefits and hardships 


This statement is submitted on behalf of the National Association of Investment 
Companies with respect to item 6 in the list of substantive unintended benefits 
and hardships. This item deals with transactions by persons buying and selling 
the shares of a regulated investment company at about the time of the distribution 
by the company of a capital-gain dividend. 

The association consists of 159 companies registered and regulated under the 
Investment Company Act of 1940. Almost all these compaines are taxed as 
“regulated investment companies” under subchapter M of the Internal Revenue 
Code. The companies act as an important outlet for savings by providing to 
persons of moderate means the opportunity to invest in corporate securities 
with the benefits of diversification of risk and experienced investment manage- 
ment. Some 2,500,000 shareholder accounts share in about $10 billion of net 
assets held by these companies, an average of about $4,000 per account. 

For some 20 years the income-tax provisions of the code have contained special 
rules relating to regulated investment companies and their shareholders. If 
the company distributes currently to its shareholders all its income and capital 
gains, the company pays no income tax but the shareholder pays tax substan- 
tially as though he had realized the income and capital gains directly. These 
rules are designed to reach substantially the same income-tax result as if the 
investing shareholders had made direct investments in the underlying securities 
in the portfolio of the investment company instead of investing in the invest- 
ment company. The association not only recognizes but urges that these pro- 
visions of the code must operate so as to serve this basic purpose and must not 
provide means by which persons who have no intention of making long-term 
investments can obtain technical tax advantages inconsistent with the under- 
lying intent of the statute. 

If a taxpayer purchases stock of a regulated investment company shortly 
before the company distributes to its shareholders its long-term capital gains 
in the form of capital-gain dividends, the shareholder must include in his tax 
return as a long-term capital gain the dividend so received by him. The cost 
basis of the shares to the shareholder is not reduced by the amount of the 
dividend. If the shares are sold shortly afterward, the shareholder will incur 
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a loss of almost exactly the same amount as the dividend. This loss will be 
a short-term capital loss (or, in the case of a dealer, an ordinary loss). If 
the shareholder has other short-term capital gains in the year of sale, the 
short-term capital loss can be offset against them, and the net effect will be 
that the shareholder by buying and selling the investment company shares will 
have converted short-term capital gains into long-term capital gains. Thus, a 
person who merely buys and sells around the dividend date, without any intention 
of making a real investment, receives an unintended benefit by having an off- 
setting loss of a more favorable type than the gain on which he is taxed. 

Regulated investment companies have endeavored to discourage transactions 
of this latter type. Particularly in the case of open-end companies, where the 
purchasing investor generally acquires his shares from the company and, when 
he wishes to sell, has the shares redeemed by the company, such transactions 
represent merely an unwarranted expense to the company. If the funds paid 
in by such a shareholder are invested by the company in marketable securities 
and then those securities have to be sold by the company within a few days 
to provide funds for the redemption of the shares, the transactions result merely 
in the company incurring brokerage commissions and other expenses which 
constitute an unwarranted burden to the remaining shareholders. The com- 
panies are anxious to protect the long-range investor of moderate means, and 
have no desire to provide a mechanism for a tax advantage to a person who has 
no intention of remaining a shareholder. 

The association suggests that an amendment to remedy this situation take 
the form of requiring that a loss on the sale of regulated investment company 
shares within 15 or 30 days of the purchase of the shares be treated as a long- 
term capital loss to the extent of any capital-gain dividend on such shares 
takes into income by the shareholder during the period of his ownership. It 
is believed that the great bulk of transactions of this type designed to secure 
a tax advantage depend upon buying in and selling out of the stock within 
such a brief period of time that no substantial risk of fluctuation in the market 
price of the stock is incurred. A requirement that the stock be held for at least 
15 days would necessarily require the taking of a substantial risk of a fall in 
the market price of the stock, and would, it is believed, prevent any unintended 
benefits which might now exist. Certainly a 30-day period should prove more 
than adequate for this purpose. The association respectfully suggests that the 
period should be held to the minimum needed to protect the Treasury revenue 
without unduly complicating the statutory provisions with respect to those 
persons who are legitimate investors. 

The association will be pleased to consult with the staffs of the subcommittee 
and the Treasury in the development of any statutory amendment dealing with 
the situation. Its interest lies in assisting in the development of statutory rules 
which will not hamper the normal functioning of regulated investment companies 
nor burden the legitimate long-range investor, while closing any unintended op- 
portunities for tax advantages accruing to persons who are not legitimate in- 
vestors in their shares. 





Law OFfFICcEes, ANDERSON & ROBERTS, 
New York, N. Y., December 6, 1956. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D.C. 


Dear Srr: Attached are three copies of a statement in the form of a memo- 
randum which is respectfully submitted to the Subcommittee on Internal Revenue 
Taxation of the Committee on Ways and Means. This statement is addressed 
to topic 8, “Improvements on Property Subject to Renewable Leases,” included 
in the list of substantive unintended benefits and hardships and additional prob- 
lems for the technical amendments bill of 1957. 

Respectfully submitted. 


WILLIAM C, WARREN. 
IMPROVEMENTS ON PROPERTY SUBJECT TO RENEWABLE LEASES 


This memorandum is addressed to topic 8, “Improvements on Property Subject 
to Renewable Leases,” included in the List of Substantive Unintended Benefits 


and Hardships and Additional Problems for the Technical Amendments Bill of 
1957. 
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I. Proper Periop For RECOVERING Cost OF IMPROVEMENTS 
A. STATEMENT OF PROBLEM—PROPOSED SOLUTION 


Topic 8 states that a problem exists under present law with respect to the 
treatment of improvements made by lessees on leases property. It states that 
under present law, the cost recovery of such improvements is generally spread 
over the remaining term of the lease, without taking into account any rights of 
renewal, It is suggested that where this period is shorter than what would other- 
wise be the useful life of the improvements, such lessees are allowed excessive 
deductions for depreciation. Topic 8 proposes that lessees be required to recover 
their cost over the useful life of the improvements in all cases where such life 
is in excess of the remaining term of the lease but less than such term plus re- 
newal terms. 


B. EVALUATION OF PROPOSED RULE 


(1) Proposed rule based on unwarranted assumption 


Section 167 covering “depreciation” and its statutory predecessors have always 
“allowed as a depreciation deduction a reasonable allowance.” [Emphasis 
supplied.] It is submitted that the proposed rule does not provide for a rea- 
sonable allowance. The proposed rule is based on the assumption that renewal 
options are always exercised. This assumption is quite clearly contrary to fact 
in many instances. The estimated life of any asset depends on all the facts 
which will probably affect its economic life (Regs., § 1.167 (a)-1 (b)). It is 
unreasonable to conclude that a renewal option will be exercised without ex- 
amining all the facts having a bearing on the probability of such renewal. 

It is quite clear, for example, that a lessee would not renew his lease under 
the following circumstances: Suppose that, 2 years prior to the expiration of 
the current term of his lease, a taxpayer makes an improvement, costing $10,000, 
and having a physical life of 5 years. Assume that because the rental value of 
the leased property declined after the lease was made, the lessee is paying rents 
which are $10,000 a year more than the amount for which the property could be 
rented if a new lease were made at that time. The lessee has an option to renew 
the lease for an additional 21 years on the same terms as apply during the cur- 
rent term. He has, in fact, no intention of exercising his option to renew. Such 
renewal would require him to pay an excessive rent far in excess of the value 
of his improvements. 

Lessees do not exercise options to renew for many reasons. The renewal 
rents may be excessive or the premises may have become unsuitable because of 
their location or size. The effect of an assumption, in all cases, that the lease 
will be renewed, is to create an important exception to the well-established 
principle that all the relevant facts must be considered in determining the 
estimated useful life of property, and to distort the lessee’s income. 


(2) Problems created by proposed rule 


It should be noted that the considerations affecting the period over which the 
cost of leasehold improvements should be recovered are very similar to those 
affecting the recovery of the cost of purchasing a leasehold. Indeed, the value of 
a leasehold may be attributable solely to the fact that improvements have been 
made by the lessee. Therefore, there is little point in making provision for the 
problem of leasehold improvements without considering the effect upon the 
question of amortization of the cost of purchasing a leasehold. These two 
questions are now subject to the same rule under the proposed regulations. (See 
proposed regulation 1.162-11 (b) quoted infra.) Topic 8, however, proposes a 
new rule with respect to the former, but not the latter. This has the effect of 
producing inconsistencies in the treatment of similarly situated taxpayers. 

To illustrate, suppose X constructs a building, costing $500,000, with an esti- 
mated life of 50 years. X is a lessee under a lease having an initial term of 
40 years and 2 renewal options of 21 years each. Shortly after the building is 
completed, X sells the lease to Y for $500,000. It is obvious that the value of 
the lease is attributable, in whole or in part, to the building constructed by X. 
It seems unwise to provide one rule with respect to cost recovery by X and a 
different rule as to Y, in view of the economic similarity of their situations. 
If the proposed rule is adopted, X would be required to write off his cost over 
a 50-year period, commencing with the date of construction, whereas Y might 
be required to write off his cost over the remainder of the original term of the 
lease. 
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The problem may be further complicated by the presence of additional factors. 
Thus, in the above example, assume that the value of the lease is attributable 
both to lessee-constructed improvements and to the fact that the ground rents 
payable under the lease are substantially less than the fair rental value of the 
land. If the portion of cost attributable to improvements is required to be 
written off over their life and the remainder written off over the balance of the 
original term of the lease this would require a difficult allocation of values. 
If the entire leasehold cost is required to be written off over the life of the 
improvements this would result in distortion of income. The above-described 
problems would be still further complicated where the lessee bore the cost of 
only some portion of the improvements on the property and the landlord the 
remainder. 

It seems clear that the proposed rule creates more problems than the alleged 
problem it attempts to solve. 


C. PRESENT RULE 


As an original proposition, it might appear reasonable to require lessees to 
prove that it is more probable than not that they will not renew their leases, as 
a condition of recovering their costs without taking renewal terms into account. 
Such a rule would be consistent with the general rule that taxpayers must bear 
the burden of proof in sustaining deductions. However, the determination of 
whether a lease will be renewed must often be made years before the time when 
the option must be exercised. It is obviously extremely difficult to make a de- 
termination so dependent upon conditions which may arise in the distant future. 
If such a difficult burden of proof were placed on lessees, it would amount, in 
many cases, to a rule that the cost recovery of improvements must be spread over 
both the original and renewal terms. It is reasonable that taxpayers be given 
a burden of proof which is susceptible of being sustained. The proposed reg- 
ulations recognize the validity of this proposition ; they provide : 

“As a general rule, unless the lease has been renewed or the facts show with 
reasonable certainty that the lease will be renewed, the cost or other basis of 
the lease, or the cost of improvements shall be spread only over the number 
of years the lease has to run without taking into account any right to renewal” 
(proposed regulations, sec. 1.162-11 (b) (1)). It is submitted that the rule 
contained in the propesd regulations, a rule continuously in effect since 1939, 
is best suited to provide a reasonable allowance for the cost recovery of lease- 
hold improvements, 


D. CONCLUSION 


Even if the rule of the proposed regulations is thought to be excessively 
favorable to taxpayers, it does not follow that the rule proposed by topic 8 is 
correct. A rule requiring lessees to prove that it is more probable than not that 
they will not renew their leases, as a condition to recovering costs over the 
current term of the lease, would be less inequitable. Such a rule is subject to 
objection because of the extremely difficult burden of proof it places upon the 
taxpayer. Nevertheless, it is preferable to the proposed rule, which proposes 
to prevent alleged excessive deductions arising under present law, but which 
results instead in great inequity and distortion of income. 


II. RELATION oF LessoR AND LESSEE 
A. STATEMENT OF PROBLEM—PROPOSED SOLUTION 


Topic 8 suggests that where lessor and lessee are related parties, or subject 
to common control, lessee-constructed improvements should be written off over 
the life of the improvements without taking into account the term of the lease. 


B. CONCLUSIONS 


This rule appears sound. However, it appears that no special statutory 
provision is necessary to cover this situation. This result has been reached under 
the present law (see, e. g., Prank G. Shattuck, et al., 2 B. T. A. 7 (1945)) and is 
covered in the proposed regulations, section 1.162-11 (b) (1). Section 167 
provides for a reasonable allowance for depreciation. In view of the many 
different kinds of situations which may arise, it seems unwise to attempt to spell 
out detailed rules to cover them. The problems involved do not seem to require 
legislative treatment beeause the courts have shown themselves fully capable 
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of handling equitably questions which have arisen in this area from time to time. 
Special legislative provision would add to an already lengthy statute and might 
serve to confuse, rather than to clarify, the problems which will arise in the future. 


STATEMENT OF THE NATIONAL ASSOCIATION OF Home BuILpERs, 
WasuHineton, D. C., DeceMBER 7, 1956 


Mr. Chairman and members of the committee, tax exemption of public-housing 
bonds is without question one of the major loopholes in the Federal tax structure 
which we urge this committee to eliminate. In 1956 nearly $200 million of new 
public-housing bonds were issued by local-housing authorities. At the present 
time, a total of some $2 billion worth of tax-exempt public-housing securities are 
outstanding plus some $700 million of short-term local housing authority notes. 

The exemption from taxation appears in section 5 (e) of the United States 
Housing Act of 1937, as amended (42 U. 8S. C. A. 1401 et seq. (1946 edition) ), 
which reads as follows: 

“(e) The Authority, including but not limited to its franchise, capital, reserve, 
surplus, loans, income, assets, and property of any kind, shall be exempt from all 
taxation now or hereafter imposed by the United States or by any State, county, 
municipality, or local taxing authority. Obligations, including interest thereon, 
issued by public-housing agencies in connection with low-rent housing or slum- 
clearance projects, and the income derived by such agencies from such projects, 
shall be exempt from all taxation now or hereafter imposed by the United States.” 

It is well known that tax-exempt public housing bonds are choice securities 
widely advertised because of their benefits to taxpayers in the higher income 
brackets. It is strange that the financing of public housing can be done with 
the aid of tax exemption yet one of the major supports for the financing of 
privately built homes insured or guaranteed by the Federal Housing Adminis- 
tration or the Veterans’ Administration, namely, the Federal National Mortgage 
Association, pays full taxes as a Government corporation. Moreover, in this pe- 
riod of scarcity of long-term investment funds, the issuance of tax-exempt public 
housing bonds constitutes a very real competition for available mortgage money. 
At a time when the Congress and the administration are seriously concerned 
over the curtailment in new private residential construction caused by the 
tightness of mortgage funds, it would seem that one of the real contributions 
this committee could make would be to remove the tax exemption feature from 
public housing securities. 

Certainly, the tax exemption increases the amount of Federal subsidy carried 
by taxpayers and adds substantially to the increasingly heavy annual cost of the 
Federal housing program. We urge this committee to reexamine and to eliminate 
this use of tax exemption as an unwarranted and unnecessary burden to the 
American taxpayer. 


STATEMENT OF Barry GoLoms, ATTORNEY, OF NEw YorK CITY, ON THE SUBJECT OF 
PROHIBITED TRANSACTIONS OF EXEMPT ORGANIZATIONS (INTERNAL REVENUE CODE 
oF 1954, sec. 508) 


While section 503 by its terms applies to all exempt organizations other than 
those specifically excepted, this statement is based on the point of view of 
employees’ trusts exempt under section 401. My experience with other forms of 
exempt organizations is no greater than that of the average attorney, and I do 
not feel specially qualified to advise this committee except from the point of view 
of section 401 organizations. : 

The broad question of what should be done with the prohibited transaction 
rule necessitates a brief general review of the history and development of the 
restrictions upon pension plans. It must start with the assumption that it is the 
general policy of the Congress, as reflected in the Internal Revenue Code of 
1939 and the Internal Revenue Code of 1954, to encourage the creation and 
continuation of pension plans. 

Prior to the enactment of the 1954 Code, the principal restriction upon invest- 
ments made by the trustees of pension plans stemmed from the general language 
to the effect that the plan must be created and operated for the exclusive bene- 
fit of the employees and their beneficiaries. At first, this language was deemed 
to apply only to the ultimate use of the moneys in the trust and not to the 
investment policies of the trustees. Subsequently, by regulation, the Treasury 
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began to require the submission of additional information of a financial nature 
where the trust invested in employer securities, avowedly to give the Treasury 
an opportunity to determine whether or not such investment indicated that the 
trust was not being operated for the exclusive benefit of the employees and their 
beneficiaries. Over a period of some years, the Treasury used its powers of 
persuasion to prevent and discourage investments in employer’s securities 
which it regarded as unsound, but made very few attempts to enforce its claimed 
powers in this field. It was widely believed among the tax bar that the Treasury 
deliberately avoided test cases on this question for fear of initiating a judicial 
ruling that it had no power to pass upon investments at all, and that “exclusive 
benefit” referred only to the ultimate use of the trust funds. This was the situa- 
tion when the 1954 Code was enacted. 

Section 503 (c) of the 1954 Code lists the prohibited transactions. The obvious 
connecting link among the six classes of transactions specified in that subsection 
is the diversion of a substantial portion of the income or corpus of the trust 
to the employer corporation or one of its alter egos. Without quibbling about 
wording, that subsection appears eminently proper in its purposes and its basic 
approach to method, not only from the point of view of other exempt organiza- 
tions but also with regard to pension plans. It is important to note that each of 
the six transactions specified in that subsection involves an affirmative decision 
and act on the part of the trustees of the plan before there may be deemed to be 
a prohibited transaction. Thus the first subdivision uses the word “lends,” 
the second uses the word “pays,” the third and fourth each use the word “makes,” 
the fifth the word “sells,” and the sixth the phrase “engaging in any other 
transaction.” 

Nothing in that section creates any inference that a prohibited transaction 
may be deemed to result other than from an affirmative act of the trustees. 
I have no adverse criticism of the law as it appears in the 1954 Code or as it 
appeared in section 3813 of the 1939 Code during the year or two immediately 
prior to 1954. 

The Treasury, having no policy favoring the creation and continued existence 
of pension plans comparable to the congressional policy, and being concerned 
solely with the collection of the maximum possible amount of revenue, has 
followed the not unusual course of issuing regulations which go far beyond the 
statutory authority and, more important from the point of view of this committee, 
pervert the congressional purpose. 

Section 1.503 (c)-1 of the proposed regulations promulgated January 21, 1956, 
come very close to rendering it inadvisable for any company to create or 
continue a pension plan. Subdivision (a) states that section 503 is intended 
to deny tax exempt status to those organizations “which engage in transactions 
which inure to the private advantage of” the employer corporation or the other 
similar categories of related persons. This does not say “which inure to the 
exclusive advantage of,” or “which inure primarily to the private advantage of,” 
but simply prohibit any advantage to the employer corporation or others. Sup- 
pose, for example, that a trust is considering the alternatives of lending money 
to either 1 or 2 business competitors, one of whom is a customer of the employer 
corporation, with net assets in the millions, and willing to pay 6 percent interest, 
while the other, not a customer of the employer’s, has net assets of $50,000 and 
is willing to pay 3% percent interest. Since lending money to a customer might 
be deemed by the Treasury to cement goodwill toward the employer corporation 
and hence “inure to its private advantage” to some extent, the first alternative 
might be deemed a prohibited transaction. As trustee, or as counsel to the 
trustees, I would have to advise that the second loan is “safer” from the highly 
artificial point of view of the Treasury regulations. 

Subdivision (b), in effect defining “adequate security,” contains a delayed 
action bombshell. In early 1956, every experienced trustee with whom I spoke, 
every attorney experienced in pension trust matters, and the various other people 
with whom I discussed this provision at the time, felt unanimously that the 
requirement of “adequate security” was intended to mean that where security 
was normal or required the value or the amount of the security must be adequate. 
It did not occur to any of us that unsecured loans could not be made where the 
credit of the borrower, employer, or otherwise, was sufficient to justify the 
making of an unsecured loan by the normal prudent commercial standards ap- 
plicable to trustees under State law. The result can be ridiculous in some cases, 
A loan of $100,000 to an insolvent employer, “guaranteed” by another corpora- 
tion with net assets of $150,000 and a badly declining volume of business which 
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may result in its insolvency within 6 months, is not a prohibited transaction, 
whereas a loan of $100,000 on the unsecured note of the employer with net 
assets of $5,000,000 and growing business is prohibited. 

The Treasury has gone so far as to rule that the purchase by the trustee in 
the open market of unsecured debentures of the employer, no matter how small 
a part of the total issue they may be, no matter how long they may have been 
outstanding, no matter what their market value, and regardless of how small 
a percentage of the trust assets may be involved, is a prohibited transaction 
because deemed a loan to the employer and, obviously, “without adequate 
security.” 

Indeed, the Treasury has gone further and, by technical information release 
No. 27, dated November 8, 1956, ruled that the retention after January 31, 1957, 
by a pension trust of employer debentures purchased prior to November 9, 1956, 
will constitute a prohibited transaction, unless adequate security has been 
obtained by them. This is a long way from the concept in the statute of a wrong- 
ful affirmative act performed by the trustees for someone else’s benefit. Suppose 
that on January 5, 1956, a trustee of a pension plan purchased, either in the open 
market or direct from the employer, 1 percent of the outstanding face amount 
of an issue of an employer’s debentures originally issued 5 years previously, cur- 
rently selling at a premium because of the credit standing of the employer and 
the condition of the bond market, which happen not to mature until 1960. On the 
date of purchase, the affirmative act of the trustee did not constitute a prohibited 
transaction nor a violation of the general principle that the trust must be operated 
for the exclusive benefit of the employees. Nevertheless, under this release 
No. 27, the mere holding of these debentures on February 1, 1957, will con- 
stitute a prohibited transaction and cost the trust its exemption. I see no 
practical or theoretical justification for this statement. I see no transaction 
which ought to be prohibited. I see only an unnecessary harassment of trustees, 
counsel, and employer corporations, which can have no effect other than to 
discourage pension plans. Of course, the regulation as proposed on January 21, 
1956, also provides, in subdivision (d) (3) that if any part of the loan made 
prior to March 1, 1954, is repayable after December 31, 1955, the holding of such 
part until maturity is not a prohibited transaction. Hven if it be assumed that 
release No. 27 does not change this provision, it is difficult to see why debentures 
purchased after March 1, 1954, should be treated differently or, for that matter, 
why the rule should be different after November 8, 1956, the date mentioned in 
release No. 27. 

In addition to the problems created by the express wording of the regulation 
as proposed and the technical release, various questions are raised by what is 
left unsaid. For example, the regulations deal with loans made and debentures 
purchased. Accordingly, applying the strict language, it would appear that no 
problem arises as to unsecured evidences of debt acquired other than by pur- 
chase. This is a perfectly logical distinction and it is to be hoped that the 
use of the word “purchased” is intentional. The distinction is really the same 
one already mentioned, to wit, that a purchase requires an affirmative act on the 
part of the trustee. On the other hand, it is not entirely clear that either the 
Treasury or a court would construe the word “purchased” literally, and the risk 
is created that it would be treated as really meaning ‘“‘acquired.” The important 
alternative to purchase is, of course, contribution or gift, which is the basic 
source of the assets of all exempt organizations, including pension plans. The 
proposed regulations and technical release have cast considerable doubt on what 
previously was quite clear. 

Suppose, for example, that on January 6, 1956, as part of its annual contribu- 
tion to a pension plan, the employer corporation assigns to the plan debentures 
previously issued by a subsidiary of the employer, and previously purchased by 
the employer for cash. There has been no affirmative act by the trustee. Even 
if there be doubts as to the value of these debentures, the employer had the 
practical alternative of contributing nothing in that year, if it so desired. The 
trustee could do little or nothing about it, even if he did not particularly 
care for these debentures. Was there a prohibited transaction? Had it oc- 
curred on November 10, 1956, instead of on January 5, would it have been a 
prohibited transaction? If these debentures, acquired by contribution on Janu- 
ary 5, 1956, are held by the trust on February 1, 1957, will that be a prohibited 
transaction despite the fact that they were not originally purchased? In my 
considered opinion, none of these should be prohibited transactions but the 
Treasury might well deem them so. 








TECHNICAL AMENDMENTS TO INTERNAL REVENUE CODE 499 


The day when pension plans were the exclusive tool of large corporations and 
large unions is long since past. Statistics show that the smallest corporations 
now organize pension plans for their employees. This is a highly desirable 
development, within the scope of congressional intent. Small businesses are 
frequently hard pressed for cash and must either contribute to their pension 
plans such assets as they have available, or make no contribution at all. The 
arbitrary and mechanical restrictions on contributions and investment tech- 
niques should be as few and as slight as possible. 

But the purpose of section 503 of the 1954 Code is a good one and some way 
of implementing that purpose should be found. Trustees are governed by State 
law with regard to prudence and permissible nature of investments to a very 
large extent, and complete control of investments is not necessary to accomplish 
the purposes of section 503. 

It is my considered opinion that the first 5 numbered subdivisions of section 
503 (c) go as far as it is possible or advisable to go in the way of specifying 
transactions which should be prohibited. Beyond them, the principle used in 
subdivision (6) illustrates the proper approach. The language “engages in any 
other transaction which results in a substantial diversion of its income or corpus,” 
states beautifuly what the section is intended to accomplish and provides a 
sufficient basis for a yardstick against which to measure transactions other than 
those specified in the first five subdivisions. 

For the express purpose of preventing specification by the Treasury of invest- 
ment policies outside the scope of the statutory provision, I would suggest that 
the statute be amended by adding language stating, in effect, that no form of 
transaction, no form of investment, no kind of security, and no formal or purely 
mechanical question of any kind, is, causes, or results in a prohibited transaction, 
but that it is only the diversion in substance of income or assets from the exempt 
organization to the employer corporation or other contributor which results in 
a prohibited transaction, 

No doubt the Treasury will feel that this gives far too much scope to individual 
trustees. I can only say that the policy of Congress as already enunciated in the 
eode justifies placing confidence in the trustees throughout the country. I call 
to your attention that when, in a national emergency, this country adopted a 
Selective Service System, it placed the determination of all questions of fact and 
of most questions of what is in the national interest in the hands of small boards 
of volunteers throughout the country; it has been said that no governmental 
bureau could have done that job with the efficiency ad impartiality which resulted 
from the wise congressional decision to decentralize the authority into the hands 
of those most intimately concerned with the problem. The same is true of the 
decisions as to what constitutes a wise investment policy and what is in the 
interests of the employees and their beneficiaries. 

I wish to express to the subcommittee my sincere appreciation of this oppor- 
tunity to present my views on this subject. 





NEw York, December 12, 1956. 
CLERK, COMMITTEE ON WAYS AND MEANS, 
New House Office Building, 
Washington, D. C. 

Dear Sir: Enclosed herewith is a memorandum entitled “Proposed Revision 
of Internal Revenue Code to Permit Speedy Administrative and Court Review 
of Revocation of Exempt Status.” 

It is requested that the memorandum be made part of the record of the Mills’ 
subcommittee hearing. Your cooperation will be greatly appreciated. 

Very truly yours, 

Louis H. Powe tt. 


NOVEMBER 9, 1956. 


PROPOSED REVISION OF INTERNAL Revenue Cope To Permit Speepy ApMINISTRA- 
TIVE AND Court REVIEW OF REVOCATION OF Exempt STATUS 


Almost invariably a serious hardship arises where there is a rescission of the 
tax exemption of charitable or other exempt organizations. The hardship arises 
from the lengthy period required to obtain a judicial review of the action of the 
Internal Revenue Service in revoking the exemption letter as well as the lack of 
express provisions in the regulations permitting the exempt organization to have 
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a comprehensive and adequite hearing in the Internal Revenue Service prior to 
cancellation of exemption. 

The legal propriety of the action of the Internal Revenue Service in revoking 
the exempt status of charitable organizations which had been exempted under 
section 501 (c) (3) may be subjected to judicial review in 3 ways, i. e., (1) 
when the donor seeks to sustain the propriety of the disallowance of his 
deduction under section 170 of the code, (2) by the charitable organi- 
zation paying a tax and then filing a claim for refund (form 8438), waiting 
6 months, or the earlier rejection of the claim within that period, followed by 
suit in the district court or courts of claims, or (3) by failing to pay any tax 
and then litigating the asserted deficiency in the Tax Court. (See Hmanuel N. 
Kolkey, et al., 27 T. C. No. 4, Oct. 18, 1956.) Under any of these methods of 
review, in view of the congested calendars in the Tax Court and district courts, 
it may easily be 2 or more years before the first court review of the revocation 
of exemption is obtained. 

It would seem only equitable that there should be set up under the code a 
definite procedure to provide a direct and speedy access to the courts from the 
administrative ruling revoking the exempt status to obviate the hardship arising 
under present law of having the organization’s activities disrupted and perhaps 
even halted for a period of from 1% to even 3 years during which its personnel 
has been scattered and its activities have probably come to an end. Perhaps a 
procedure for court review somewhat in the nature of a declaratory judgment 
could afford appropriate relief in this situation. 

Moreover, express statutory provisions or regulations should afford an ade- 
quate review of the matter of revocation of exemption in the Internal Revenue 
Service itself with full opportunity given to the exempt organization to present 
its case through its executives prior to any revocation. 

Louis H. PowE tt. 


(Whereupon, at 2: 40 p. m., the subcommittee proceeded into execu- 
tive session. ) 
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